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INTRODUCTION 
The individual interested today in entering into 
business is faced w1 th the decision of' which form of' opera-
tion is to be adopted: propriet?rship, partnership, or 
corporation. Other, already established enterprises, often 
reach a point where it might be·worthwhile· to reconsider 
the .framework within which they carry on their activities, 
with a view to a possible change. 
Perhaps the primary .factor governing the choice 
of' which f'orm of business stl'Ucture has been the comparative 
tax burdens of the alternatives available; although this 
statement should not be construed to underemphasize such 
oonside:r-ations as limited liability and .facility of' :r-aising 
capital. Basically, the different ef.feots stem from the 
.fact that legally a corporation is a separate entity and 
is taxed as such; whereas a proprietorship or partnership 
pays no tax, but, rather, its income is merged with that of 
its members. Certain taxes are aimed speci.fioally at the 
partnership or corporate .form of' business, in some oases 
being quite signi~icant. 
Taxwise, in any decision with regard to starting 
in business atten~on should be directed first to the tax 
advantages and disadvantages upon organization. Next there 
are the relative tax advantages and disadvantages during 
the actual operation of' the business. Finally, one has to 
conside:r- the liquidation and termination of the business. 
This is.not just a matter of federal taxation; state and 
local taxes also are important determinants of the way to 
do business and where to do business• Established businesses 
are also allowed to change the legal basis or their opera-
tiona. Those contemplating such a move also must look to 
the tax et:t:ects of,' their proposed change. Such considera-
tions usually involve the incorporation of a partnership. 
In any event careful planning i.s needed in advance. 
Section 1361 of the 1954 Revenue Code permits 
certain partnel;'ships meeting various· conditions to elect 
for tax purposes only to be treated as a corporation while 
legally to remain a pai>tnership. Now, section 1371 of the 
Revenue Code of 1958 per.mits qualifying corpoi>ations, again 
for taxation purposes only, to elect to be treated as a 
partnership while legally still considered as a. corporation. 
Thus, they become npseudo" corporations. With these alter-
natives now availabl.e to quali.fying corporations and partner-
ships the basic considerations as to Whether to incorporate 
or not are radical.ly changed. In some oases deterrents to 
incorporation are now el.iminated. Other cases will show that 
the advantages of incorporation can now be achieved without 
the necessity of taking the formal step~ In making the 
election, though, while there may be advantages, there are 
also disadvantages. Switching involves many danger spots 
which have to be carefully taken into consideration. Each 
and every case involves extensive planning in which the result 
might very well be that there will be no election made 
at all. 
Consideration and application of the related tax 
rates is not an easy matter. Now, new and dif'.ferent con= 
cepts have been introduced. A thorough knowledge on the 
part of' the accountant is_ essential both .from the point of' 
view of proper performance of'. his' tax work and .from: the 
point of' view o:f' advising his clients as to what s~eps they 
should take.. The aim is. always the .achiev.ement of' the best 
possible results. 
Th.e purpose of'· this thesis is to provide the 
accountant with a working guide in dealing with this com-
_plex probl~m .. 
In order to achieve a basic understanding the 
first step will be to discuss the preliminary tax considera-
tions that would govern.in the absence of' any alternative 
tax election. Next; attention will be directed to how the 
pseudo corporation and partnership works·under the election. 
Consideration will be given to the choice between the actual 
and pseudo f'orm in making. any election. Tax comparisons 
will be .analyzed. Attention will be drawn to. special 
pointers and danger spots involved in switching. From 
the material presented the accountant will have a guide 
to draw his conclusions. 
BASIC TAX CONSIDERATIONS 
Preliminary Consideration~. 
Be.fore proceeding with the tax considerations o.f 
the choice betwee:n·:a partnership or a.corporation, it might 
b.e well to touch very: briefly on certain non tax factors 
which. should first be considered at the outset. For one 
thing, it is safe to say that .. notwithstanding th~ exceptions 
a big business can hardly be operated as a partnership. 
Among the reasons :for this are the need for centralized 
management; the need :for substantial amounts of public 
. . . 
capital .investment; the necessity :for flexible and free 
transferability o:f owhership,interests; and, finally, the 
necessity for continuity of management and operations, free 
and apart from the individual lives o.f·the owners and mana-
gers o.f the business. Another situation where incorporation 
would be a necessity is where the business involves a sub-
stantial amount of' risk. 0.1' course, there is also law and 
medicine where incorporation is prohibited by law. But, 
apart .from these situations, there is still a very large 
area of business in which the owners may select the .form in 
which the business is to operate, whether as a corporation, 
a partnership or some other for.m such as an association, 
trU.:5t or.individual proprietorship. It is in these cases 
that the tax considerations can prove.to be of' such con-
trolling significance. 
There are, .first o.f all, certain basic di.f.ferences 
between a corporation and a partnership. While a partner-
ship reports to the Treasury Department on a .federal income 
tax return, it pays no tax._ 'Rather,. all earnings and 
pro.fits of' the.partnership·are picked· up in the income o.f 
the individual partners along with any other income that 
they might have, and are taxed to them as such. Such tax 
is una.f.fected by any accumulation o.f earnings; and once so 
taxed,.thereaf'ter any distributions of' undistributed earnings 
i!l later years .are tax exempt. 
A corporation on the other hand is a legal indi-
vidual and there.fore is a taxpayer. It .files an income tax 
return and i.f the return shows taxable income over and above 
de·ductions and credits the corporation must pay a tax. 
Corporate taxes, plus the individual taxes resulting .from 
the services and stock ownership o.f the stockholders rep-
resent the tax burden of' the.corporate investment, as against 
the individual tax paid by partners. One noticeable con-
trast here is the higher rates on personal members, ninety 
one per cent is the top bracket with a maximum eighty seven 
per cent o.f taxable income, over these on a corporation, 
with the present maximum being .fi.fty two pe·r cent, but 
scheduled to be reduced to .forty seven per cent.a.fter 
June 30~ 19.59· 
Another di.f.ference is in the treatment o.f capital 
gains. For a corporation the:teis no allowance .for a 
B. 
deduction of rifty per cent of the excess of net long term 
capital gain over net short term capital loss. Rather, the 
.I. long term and short term capital g~ins and losses are both 
taken into account to the extent of one hundred per cent 
of each and then net long term capital gains are taxed at 
the rate of twenty five per cent or the regula.reo:ttpo.rate 
~ ' ' 
.rate, whichever is lower. In ~ .. f'f'ect: this is twenty five 
per cent since this will always be l()we.r .than the regular 
corporate .rate unless the corporation has ordinary losses 
which might more than off.set.~ts ordinary income. The 
corporation may not deduct. any part or the excess of 
capital loss over capital gainbut such s. loss may be 
carried over ror a period o:f :five years. 
In the ease ot a p~;trtnership capital gains are 
segregated from ordinary income and each partner treats 
as his own his proportionate share of' the .firm•s capital 
gains and losses~ As such they will be taxed to him in 
the ordinary way, and this is so whether they are distri-
buted or not. Any.excess o:f capital loss over capital gain 
may be used to of:fset .any income to the extent·of one 
thousand dollars, and amounts in excess o:f this may be car" 
ried over for a period o:f :five years. 
To the extent that business profits are paid to 
the partner or shareholder, whichever is the casej for his 
services to .the business there is no real di:f:ference be-
tween the two rorma o:f business, since the amount paid by 
the corporation to the shareholder :for hia personal ser-
vices i:f determined to be reasonable, will be deducted to 
the corporation, and the only tax that will be paid on the 
compensation :for services will be the individual tax on 
ordinary income. But this is a minor aspect and there:fore 
in any discussi.on o:f the di:f.ferences it might be well to 
turn .first to considerations o:f the tax advantages and 
disadvantages on organization o.f a business. 
Considerations upon Organization. 
One o.f the .first .and principle .factors to consider 
is the extent and nature o:f the taxpayer's income :from other 
sources. As a general rule, i.:f outside income is large, 
then the corporate form o:f doing business is better. For 
this one should consider various breakeven points where 
the corporate and personal tax would be equal. The greater 
the exemptions and deductions which each partner has, the 
higher will be his break even point. This break even 
point will also go up to the extent o:f the salary which 
the corporation pays to each taxpayer, as this will be a 
de.duction to the corporation. An accurate long term esti-
mate would have to take into consideration any capital gains 
tax which might be I"equired .in order to get the corporate 
profits into the shareholders hands. As a general rule 
o.f thumb, it might be stated that unless a single person 
.filing a separate return expects to make more than twenty 
10. 
/ 
/ 
five thousand dollars from all sources, one probably would 
do better to operate as a partnership. 
It was stated above that the number of exemptions 
· one has could influence his choice. Another point to be 
considered is the e.ff'ect of' one's f'amily situation. For 
instance, one might prefer to set up a family partnership 
with. the result that the n~t tax would be lower. This 
would be effected by splitting the income o.f the partner-
ship between the various memb.ers o:f th.e family and thus 
getting the bene.fi ts. o.f lower rates on all partnership 
income. Stockholders o.f a corporation would be able to 
split only salary and dividend income. Furthe~ore, a 
.family partnership is a means.o.f avoiding the estate tax. 
through the payment instead o.f a lower gift tax upon the 
trans.fer of' an interest in the partnership. I.f the gi.ft 
is small enough one might even avoid the gi.ft tax-also. 
By this means one can build up .for the :family the val~e o.f 
the partnership capital and earning power without the 
problem of having later to settle this as part o.f the es-
tate. Finally there is a saving in estate tax on the 
amount of the income which has accumulated in the hands 
of the children. On this aspect, though, there are many 
pitfalls for which one has to be on the lookout, such as 
the reasonableness of the compensation paid and the fact 
that under the code in the case of' any partnership interest 
created by gift there must be reasonable compensation in 
11. 
the partnership agreement for services rendered to the part-
nership by the donor-partner. 
With regard to a partnership, all profits are 
taxed to the partners whether distributed or not. In a 
corporation, however, the shareholders will pay no tax 
until the profits are actually distributed to them. But 
.with a corporation one mUst bear in mind that under Section 
531 of the Code, if it is deemed that accumulations of 
earnings are unreasonable and have been used to avoid 
income tax on the shareholders, then a stirtax will be 
imposed upon such unreasonable accumulation to the extent 
of 2.7.5 per cent of such improper accumttl;~tion not in 
excess of $100 1 000. and 38.5 per cent of that in excess of 
this amount. . Loaris to a shareholder by the· corpora tten 
will not provide protection from the accu:tnul.ated earnings 
tax and may even be taxed as constructive dividends if 
they are felt to be such. Even keeping in mind, though, 
the accumulated earnings tax, if' profits are to be re-
tained in the business and.·applied to operations and growth 
of the business, then the choice o£ corporate rather than 
partnership form may prove better from a tax standpoint. 
The acc'U)D.Ulation of earnings perse is not bad; if it can 
be shown that such an accumulation is needed for the 
business. Only whsre it is apparent that the earnings are 
being accumulated to avoid distribution will there be any 
problem. 
Another .factor to consider upon organization is 
the possibilities of' a limited partnership. Since the 
limited partners need not risk anything more than their 
investment in the business, this .form gives the business 
many of' the advantages of' a corporation. However, manage-
ment and control of' the operations of' the business must 
be left in the hands of' a general partner or partners. In 
cases where there is .substantial risk involved, or where 
the business is such that losses may reasonably be expected 
. . . 
rather than pro.fi ts during the early years of' operation, 
such may be very desirable, · sit~ce the losses .from the 
limited partnership may be offset by each.partner against 
'his il'lcome from other. busi:nesses and investments. One 
should be careful here, though, of' the danger that the 
Treasury Department will attempt to tax the·limited part-
nership as a corporation, particularly if' it appears that 
its organization violates the basic .rules as laid down itl 
Further consideration ~hould be given before 
.forming a corporation to the taxes which a corporation 
will have to pay to.the state and which a partnership 
would not have to pay. Prime among these would be the. 
corporate franchise tax and the corporate state income 
Both .federal and state governments impose excise taxes 
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tax. 
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the issuance of stock and other securities as.well as upon 
the transfer of shares. Some states require "foreign" 
·corporations to pay a tax :for the privilege of doing bW3i-
ness within their borders. Some states collect inheritance 
taxes on the transfer of shares held by non-residents. 
These state taxes are alsoto be considered with regard 
to. where to incorporate one's business once this decision 
has been made. The tax situation might also be such that 
a decision not to incorporate in one state might not pre-
clude a decision to incorporate in a different state. 
Finally, in selecting the corporate form of doing business, 
one should always bear in mind that twice the federal 
government has imposed an excess profits tax on corporate 
income; and, in the.event of a severe financial emergency, 
the federal excess prof'its·taxmight well. be revived. 
Considerations during Operation of the Business. 
The next category for consideration is the tax 
advantages and disadvantages in the operation of a busi-
ness. Perhaps the most important diff'erences in the opera-
tion of a corporation and a partnership arise f'rom the type 
of income and. the type of deduction involved. Income 
received by a corporation· losess its characteristic when 
it is :finally distributed to shareholders. 
First o:r all, when a corporation distributes as 
a dividend earnipgs which represent whollyor partially 
exempt income, the distribution is taxable to the recipient 
stockholder in the same manner as distributions from fully 
taxable sources. A corporation whose income consists 
mainly of exempt income, so far as its stockholders are 
concerned, could be at a tax disadvantage. Partners, on 
the other hand, treat as i.f directly received by them their 
proportionate shares of exempt or partially exempt interest, 
and their individual returns reflect the same. 
The corporate .form will also cause a loss of 
.character to take. place in the deduction. A loss is de-
ductible only to the corporation, whereas a partner may 
. . . 
deduct on his individual return his proportionate part 
o.f the partnership losses. Again, contributions by·cor-
porations to religious, scientific, literary, or educa-
tional organizations, 6r to the .federal or state govern ... 
menta or subdivisions thereof, for ptiblicpurposes, are 
deductible by corporations up to five per cent of their 
taxable income, with a carryover allowed for unused amounts. 
Partnerships are not allowed such contributions deductions 
in computing their net incomes, but each partner may include 
with his own contributions his proportionate share of the 
partnership contributions as if made by him. Each partner 
would be able to deduct up to twenty per cent of his ad-
justed gross income, or up to thirty per cent if the ad-
ditional ten per cent consists of contributions to 
charitable organizations. 
15. 
The losses of a corporation may be preserved 
where one corporation merges into another if the surviving 
_corporation is the one which had the loss~ provided, 
however, that where the nature of the_ business has changed 
there has not been a change of fifty per cent or more in 
the stock ownership. There is no similar provision for 
the preserv-ation of partnership losses when they are merged. 
One place in the tax law where the corporate form 
hassa/:·d:fs~ii:tottadvantag~-:,ovef> the partnership with respect. 
to the type of income received by the business is that 
relating to the dividends-received exclusion. Under Section 
243 of the Code, in the cas·e of dividends received by a 
corporation from another corporation, eighty five per cent 
of' the dividends received from a domestic corporation are 
excluded .from income. The result is that on dividend income 
. . 
received by one corp'oration from another,· the net tax to 
the corporation receiving the dividend wtll be approximately 
five per cent where the corporate tax rate is thirty per 
cent and' eight per cent wher.e the rate is fifty two per 
cent. This is a very'substantial advantage in favor ot 
the corporate form ot doing business and one which is all 
too often overlooked by taxpayers in choosing between the 
partnership and corporate form. 
Before deciding upon the-corporate form one must 
also consider the danger that where dividends will constitute 
16. 
a very substantial part of the corpo~ation's income, there 
may be a serious dange~ that it will be subject to the 
pe~sonal holding company tax under Section 541 of the Code. 
This is a tax at the rate of seventy five per cent on 
the undist~ibuted personal holding company income not in 
excess of $2,000 and eighty five per cent of'such income 
in excess of $2,000. The tax will be imposed if at a:ny 
time ·during the last one half of the taxable year, fifty 
per cent or more in value of the outstanding stock is 
owned, directly or-indirectly, by or for not more than 
five individuals and if at least eighty per cent o.t' the 
gro.ss income of the corporation for the. taxable year is 
personal holding company income. Personal holding company 
income·consists of income from dividends; stock and secu-
rities transactions; connnodities transactions; estates and 
trusts; personal service contracts; the use o.t' corporate 
·. property by a shareho.lder owning twenty five per cent or 
more or the co~porate stock; rents, unless they· constitute 
fifty per cent or more ot the gross income of' the corpo~a..., 
tion; and .t':r;>om mineral, oil or gas royalties, unless such 
royalties constitute fi:f'ty.per cent or more of the gross 
income and unless the deductions :fo ~ trade or business 
expenses, other than compensation for personal se~vices 
rendered by _the shareholders, constitute fifteen per cent 
or more of the gross income. 
Prior to 1954 it was possible ~or a partnership 
to postpone the tax impact by having a partnership fiscal 
year di~ferent ~rom the taxable year o~ the individual 
partne.rs, since the income o~ the individaul partners de-
rived ~rom a partnership has to be included in the taxab:te 
year- of the partners in which the partnership year ends. 
However, under Section 706 (b) o~ the 1954 Code, the rule 
was changed so that a partnership must now use the same 
taxable year as its partners unless a businesspurpose for 
a different taxable year can be esta'Qlished to the satis-
faction o~ the Commissioner. This ru:te applies, though, 
on:ty to principa:t partners, that is; partners having an 
interest of ~iva per cent or more in partnership profits 
or capital. 
A. re:ta.ted point is Section 1301 o~ the Code, 
which makes it possib:te for an individua:t or partnership 
to·spread· over a period o:f thirty six months or :more the 
gross compensation :from employment received or accrued in 
the taxable year o:f the partnership, i:f eighty per cent or 
more o:f the total compensation was received or accrued in 
one taxable year. This provision can be a considerable 
advantage to a partnership as against a corporation where 
personal s.ervices are involved. The activity :for which 
the compensation is paid need not be continuous but it 
must start with at least an invitation from the employer 
who engaged the services to be performed. Also, a partner, 
18. 
to obtain the.benefits of this section, must have been a 
.. 
partner or an employee of the firm during the thirty six 
month minimum period. This provision.can enable~ say a 
law partnership, to do some worth while tax planning by 
postponing payments on a ease and bunching them in the 
last taxable year of employment .. 
One of the most i'requen-ety ovez.looked opportuni-
. . 
ties for tax saving through the·· adoption of' a corporate 
·form of' business lies in the·use of' a pension plan whioh 
qualifies under Section 401 of the Code. Of'f'ieers and 
employee stockholders of a :Corporation may be benei'iei_aries 
of' a pension trust, and the corporation's contributions, 
within the amount allowe.d by law, are deductible by the 
corporation. On.the ot:Q.er h~rld, members. of' a partnership 
are not employees and are not proper beneficiaries under 
an exemptpension trust, although they can take care of 
their. employees _:t:Inder ~n . appropriate pension· plan. Part-
nership payments to such trusts with respect to partners 
are not deductible. 
The relative merits of' a pension plan as against 
a profit sharing plan should be carefully considered. A 
pensi.on plan generally will be of' much greater value to 
the of'ficers and owners of' a bu.siness, since the benefits 
. . 
Will be obtained by them over a period. oi' yearsand will 
generally be much larger. A combi~ation of both pension 
and prof'it sharing plans. may also be desirable. Pension 
19, 
pl,ans can be quite flexible with respect to contributio.ns$ 
and it is not necessary that the CO!'poration tie itself' 
down to an absolutely rigid, .fixed payment each year. It 
even might be arranged so that .the pension .fUnds would be 
available in some measure .for use in the business itself' 
:for buildings or equipment, pl:'oyided the safety of the 
pension investme~t is not jeopardized. 
A final point of' operating difference is that a 
corporation's compensation. to it.s stockholding officers 
and employees is subject to Social Security taxes. Part-
ners, howe~er, do not pay Social Security taxes upon their 
salaries or drawings from the partnership. They are re-
quired, though, to paythetax O:rl ~elf-~mployment income. 
Considerations upon Liquidation. 
The final phase to be considered is the tax dif-
. ' 
. . 
ferences between a: corporation and. a-partnership upon the 
liquidation and.termination of' the business. First to 
• - • • ' > - • ·-~ • • 
be discussed in this category is .the .. collapsible corpora-
tion •.. If' the corporate form of business is chosen this· .. 
is one of the real dangers for which one has. to be on the 
• l • . • 
lookout.· Under the provisions of Section 341 of the Code, 
which·apply to any shareholder who owns .five per cent 
or more ·of the capital stock of the corporation, if' the 
assets listed in this section·areheld by the corporation 
and the stock or assets of such a corporation are sold 
20. 
within three years from the completion of the manufacture, 
construction, production or purchase of' such assets, the 
gain derived by the shareholder therefrom will be taxed 
as ordinary income rather than long ter.m capital gain, 
provided that more than seventy per cent of the gain is 
attributable to such property. The assets listed in this 
section are inventory, property held primaril.y for saJ.e 
to customers, '\mreaJ.ized receivables or fees, and real. 
estate or depreciable property used in the business. 
There is a presumption of collapsibility if the value 
of such assets constitutes fifty per cent or more. of the 
· total fair market value of' the corporations' total assets 
not including cash, stock of other corporations or 
seouri ties, and if' the value of'. Section 341 assets con-
stitutes one hundred twenty per cent or more of' the 
ad jus ted basis o:f.' such Sec'tio.n 341 assets. 
When the owner o:f.' a corporate business decides 
to liquidate by selling the business he is faced ~th the 
decision o:t: whether to sell the stock or the assets. If 
the assets are sold, .the buyer innn.ediately obtains a new 
ba.sis for those assets determined by the price he pays. 
On the other hand, if the stock of' the corporation is 
sold, then the buyer obtains. the old basis, and then if' 
he is to obtain a new basis the buyer liquidates himself. 
Where the corporation sells its assets rather than its 
stock there is a danger of a double tax, :first to the 
21. 
corporation upon the sale of the assets and then to the 
shareholder upon liquidation of the corporation. Now, 
however, under Section 337 of the 1954 Code this danger 
.can be eliminated by carefully following the statutory 
plan of liquidation. The statutory provision calls for 
the adoption by the corporation of a plan of' complete 
liq.uidation, and within the twelve month period beginning 
on the date of adoption of such plans, all of the assets 
of the corporation must be distributed in complete liquida-
tion, less any ass.ets retained to meet claims. 
With a partnership, on the other hand, it is 
possible f'or a partner to sell his interest in the busi-
, ness as a capital asset. However, under the 1954 Code 
the sale by a partner of his interest in a partnership 
may result in ordinary income if the payments are attri-
butable to unrealized receivables of the partnership or 
inventory items which have. appreciated substantially in 
value, and they shall be considered to have appreciated 
substantially in value if their fair market value exceeds 
one hundred twenty per cent of' the adjusted basis to the 
partnership of such property and ten per cent of the fair 
market value of all partnership property other than money. 
Considerations upon Changing Onets Form of. Organization. 
So much for the :f'actors to be considered prior 
to organization. Suppose, though, that one has already 
organized his business as a partnership and now is 
22. 
considering the possibility of incorporation. When the 
members of a partnership decide to incorporate the part-
nership business; the transaction may be taxable or not~ 
as the partners wish. The first.question~ then, is to 
decide what sort of a changeover is wanted. By making the 
transaction taxable the partners may be able to increase 
the basis of the assets in the business if such assets 
have a value in excess .of their basis on the books of the 
corporation. If' the partners decide that the incorporation 
should be tax free, then it will be necessary, under 
Section 351 of' the Code, .f'or them to retain control of' 
the corporation.. Control requires ownership immediately 
after the trans.f'er, or at least eighty per cent or the 
total combined voting power of all classes of stock entitled 
to vot·e, and at least eighty per cent of the total number 
or shares or all other classes or stock. ·In addition, the 
trans.f'er, to be tax .f'ree, must he made solely in exchange 
.f'or stock or securities in the corporation. Where several 
·owners incorporate, it is not necessary that the stock and 
securities received by them be substantially in proportion 
to their interests in the business. 
Where the partners have decided to make the trans~ 
fer taxable in order to raise the basis of the assets in 
the hands of the col."poration~ they should be on guard .f'ol." 
the dangel." that part of the purchase price will be at-
tl."ibuted to good will. If such were the case, then this 
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higher value would not be subject to any depreciation. To 
be saf'e it might be desirable, whenever possible, that prop-
erty to whieh good will attaches, as it often does with 
real estate, be kept out of the corporation. 
Once incorporation has been decided upon one 
should consider f'ully the advantages to be derived f'rom a 
transaction in which the corporation not only issues stock, 
but debt certif'icates as well. To the extent that the 
corporation makes.::: interest payments on the debt, it will 
get deductions for this as an expense, which would not be 
the case were it paying dividends. Furthermorej the f'ormer 
partners would be getting back tax free the portion of their 
investment represented by the debt bec~use such disburse-
ments are considered as repayment of a loan rather than a 
return of' equity in the corporation. The repayment of' a 
debt also tends to protect against the tax on accumulation 
of' earnings. In addition, the partne·r who becomes a credi· 
.tor of the corporation will, if' the corporation fails, . 
obtain a deduction for a bad. debt, whether it be a business 
or non business bad debt, W,hereas the stockholder will, 
in such event, have only a capital loss. 
There is ·a serious problem here, though, in that 
if the ratio of debt to equity capital is found to be too 
great, then the Treasury will .consider that the ostensible 
debt obligation in ·ract represents an equity interest; and 
it will be treated as such. Among the f'actors to be 
considered here are the following; a loan not evidenced by 
a written instrument; interest payments which are contingent 
on profit; interest rates not in line with the going com-
mercial rates; failure to provide security on the loans; 
subordination o:f these loans to other loans; failure of' 
the corporate records and reports to banks to treat the 
amounts as loans; the fact that the loans were made when 
the corporation was organized; and :finally the :fact that 
the interests o:f the shareholde:rs to each other was in the 
identical ratio as their interests to each other as creditors. 
The penal.ty f'or a mistake here is severe, as the 
interest deduction will be lost and all repayments of the 
debt will be taxed to the shareholders as dividends rather 
than going to theni as tax free repayment o:f debt. There-
fore, serious consideration should be given to all the 
circumstances in the light of the factors just listed. 
Making a change also gives the business the 
opportunity to rectify some bad elections which might have 
been made while operating as a partnership, for example, 
the choice of a fiscal year or the choice o:f cash, accrual, 
completed contraQt, o~ installment methods of accounting. 
The corporation, being a new entity, will be able to make 
these elections all over again. 
On the o.ther side of the picture, being a new 
entity may also mean the loss of' certain tax advantages 
which the partnership might have had~ :for example a capital 
loss ca~ry-over or a high me~it rating under unemployment 
compensation laws. It is conceivable that such a situation 
might prove to be a deterrent to change. 
Incorporating a partnership may also offer many 
estate planning advantages. For example, when the business 
has been incorporated one can use the stock as a medium 
f'or transf'erring interests in the business to trusts f'or 
minor children. Also, one can now sell some of' the stock 
and the~eby establish a value f'or the business. Again, 
under Section 303 of' the Code § distribution of' property 
to a shareholder in redemption of' part or all of the stock 
of the corporation which is included in determining the 
gross estate or a decedent will be held not to be a tax-
able dividend if' all of the stock of such corporation 
which is included in the decedent's gross estate is more 
than f'ifty per cent of the taxable estate of' the decedent. 
In the case of two or more corporations, if more than 
seventy five per cent in value of the outstanding stock 
of' each corporation is included in the decedent's gross 
estate 1 th~ the stock will be treated as the stock of' a 
single corporation. These benS.t'its should be considered 
at the time of' incorporation if' the redemption of the stock 
may be needed for the payment of' estate taxes on the death 
of the owner of ·the business~ 
One f'inal point to consider is the number of' 
corporations to be .formed and the effect of this on keeping 
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within the thirty per cent bracket.. It is important~ how-
ever~ that there be substantial business reasons for having 
more than one corporation. However, the time to set up 
separate corporations is at the outset, Since it will be 
easier to for.m several corporations out of a partnership 
business then to split off a part of a corporate business 
later. 
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HOW THE ELECTION WOBKS 
Partnership as a Corporation. 
While the above considerations .. have ·heretofore 
been controlling in the choice of the .form of organiza-
tion$ modifications in the tax law have in certain situa-
tions ~adically.altered the :factors in.fluencing one's 
choice~· First o:f alllJ under section 1361 of the 1954 Code, 
if certain qualifications are met, a sole proprietor or 
all of the partners of a partnership may elect to report 
and to be taxed as a domestic corporation, while still 
conducting the business as a proprietorship or a part-
nership. If an unincorporated enterprise makes the eleo ... 
tion, the result is that it is treated as a corporation 
.for purposes of income taxes, except that the tax imposed 
on self-employment income .for social security purposes 
continues to apply to the partners. Each owner of the 
enterprise is considered a shareholder in proportion to 
his interest, but he may not be considered an employee .for 
the purpose o:f participating in a qualified pension and 
profit sharing plan. .The electing enterprise is not treated 
as. a corporation, nor are its own.ers treated as shareholders, 
for the purpose of organization or reorganization, except 
in two situations where the corporate rules do apply: to a 
contribution o.f property by a proprietor or partner on 
which gain or loss is recogni_zed1 and to the organization 
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of an enterprise making an election for its first taxable 
year. 
Qualifi cations. 
To deter.mine~ first, whether or not the unincorp-
orated enterprise can make the election, one has to know 
if on the first day of the taxable year to which the elec-
tion applies and up to the date of election the following 
four qualifications are met: 
a) the business cannot be owned by more than 
fifty individual taxpayers - if a partner• 
ship owns an interest in an electing part-
nership, each· of the partners in the owning 
partnership must be an individual, must be 
counted as a member of the electing part-
nership, and must consent to the election. 
b) no proprietorship or partnership is eligible 
to make the election if the proprietor or 
any partner of the electing enterprise has 
more than ten percent interest in profits 
or capital of any other unincorporated 
ente:t>prise taxable as a corporation. 
c) no proprietor o:t> partner of the electing 
ente:t>prise may be a non-resident alien or 
a foreign partnership. 
d) the busines·s must be one in which (1) capital 
is ~ material income producing factor or 
(2) at least fifty per cent of the income 
is profits from "trading as principal n or 
from acting as broker in real estate, stock, 
securities, commodities transactions - fir~ 
engaged in law, accounting,_medici:oe, and 
other professions are not eligible to take 
the el.ection. 
With regard to the last qualification, capital is 
considered to be a material income-producing factor if a 
substantial portion·of the gross income of the business 
is attributable to the employment of capital. Capital 
would be considered a material income-producing factor if 
the operation of the business required a substantial inven-
tory or a substantial investment in plant, machinery, or 
equipment. 
Exercise oi' the Election Choice. 
An election is made ·by :filing a statement to the 
effect that the partners or the proprietor elect under 
Section 1361 to have the enterprise treated as a COI'pOra-
tion. This statement must contain sufficient information 
to establish that the enterprise meets the above stated 
requirements. It' also must contain an agreement to notify 
the District Director with whom the statement is filed if 
the interest of the electing partners or proprietor in the 
capital and profits of the enterprise becomes eighty per 
cent or less, or if the enterprise becomes a corporation. 
The statement must be signed by all the partners owning 
an interest in the partnership during any part o:f the tax-
able year :for which the ·election is made. This require-
ment includes any owners o:f the enterprise who had sold 
their interests prior to the date o:f the election. Elec-
tion has to be made within sixty days a:fter the close o:f 
the taxable year to Which the election is to apply. The 
statement is :filed with the District Director :for the 
district in which the enterprise would :file a corporate 
return were it a corporation. 
Once the election has been :filed, it must be 
perfected by the :filing o:f a return on Form 1120, the 
corporate return. The return must c~early state that it 
has been prepared in compliance with the regulations under 
Section 1361. Attached to it must be a schedule of the 
. 
personal holding income o:f the enterprise and the expenses 
attributable to such income.. The amount and return o:f 
each partner's distributive share o:f such income and 
expenses must also be snown. · 
Termine. tion o:f the Election. 
As originally enacted, except in one instance, 
the election to be taxed as a corporation is irrevocable, 
and is binding on.any unincorporated successor and its 
owners, as well as on thos-e making the election. The 
exception involves change in ownel."ship of the electing 
enterprise, which may effec.t a revocation of the election. 
In any yea!' in which the original electing partners cease 
to own mol."e than eighty per cent of the partnership, or 
the proprietorship is changed, the elec.tion is revoked 
unless the partners or proprietor make a new election. 
The enterprise must meet the same qualification require-
ments that it had to meet in order to make the original 
election. The rules of constructive stock ownership apply 
in determining whether there has been a change of' owner-
ship,. 
. . 
However, Section 63 of the Technical Amendments 
Act o:r 1958 provided that a valid election may be revoked._ 
in accordance with regulations prescribed by the Secretaey 
of the Treasury or his delegate. Such a revocation, if 
made, would be effective for all years to which the elec-
. tion applied. Since revocation applies to prior years~ 
this,section provides for an exte~sion of the statute of 
limitations with respect to the assessment of deficiencies 
attributable to the enterprise which makes an election, 
under Section 1361, and the credit or refund of any over-
payments attributable to such an enterprise. As the person 
concerned may have items of income, deduction, or credit 
which are completely unx-elated to the enterpl'ise, this 
section does not extend the statute of limitations fol' all 
amounts of' deficiencies or overpayments of such persons. 
Rather, it relates only to deficiencies or overpayments 
which are attributable to the enterprise: that is, the 
increase or decrease in tax previously determined which 
results from the co~rect treatment of all items which per-
tain to the enterprise. The period for which the period 
of limitation is extended expires one year after the day 
·on which such revocation under Section 63 is :filed with 
the Secretary of. the Treasury or his delegate. 
Operation o:f the Election. 
Assuming an election has been made, the unincorpo-
rated business is subject to the normal tax and the surtax, 
the penalty tax for unreasonably accumulated earnings, and 
the alternative tax :ror capital gains. In computing the 
taxable income, a reasonable deduction is allowed tor 
salary or compensation to a proprietor or partner :for 
services actually rendered. However, these allowances 
are not considered salary for self employment tax purposes 
or for quali:fying under an approved pension or profit 
sharing plan. Also, deductions are allowed for items 
~ . . 
properly allocable to the business enterprise. Personal 
holding company income, except income earned as a broker 
for real estate, stock, securities or commodities transac~ 
tiona is taxed 'directly to.the proprietor or partners in 
accordance with the.ir distributive shares o:f partnership 
income. This income can be distributed in the year in 
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which it is earned without being t·axed as di videmds. The 
· amount o~ such income not distributed during such year is 
considered as paid-in surplus or ·as a contribution to cap-
.ital as of the cl.ose o~ such year. For the purpose of 
determining whether re!lts, and mineral, oil, or gas royal-
ties constitute personal holding company income under 
Section l36l,all income earned by the enterprise in any 
taxabl.e year is taken into consideration in the determina-
tion ·of its gross income for such year. Other current 
distributions are taxed as dividends. Liquidating divi-
dends are taxed under the corporate rules. 
Many businesses which might be tempted to use 
the elective form, because they cantt operate as a corpo-
ration, such as legal f'irms or doctors, are not granted. 
' 
the election.. However, in certain cases, ~or those busi-
. ~ ' 
nesses and professions .which can• t operate as corporations, 
there is a:nother method of accomplisbi ng the goal of bein;g 
taxed as a corporation while operating as a partnership. 
,Co 
This is to draw up the partnership agreement in such a 
way that the organization is a partnership for state and 
local purposes, but neverthel.ess qualifies as a corpora-
tion f'or f'ederal income tax purposes •. ·Using this method 
a partnership.may thus·be taxed as a corporation even 
though the state law may prohibit ope:r-ation ~sa corpora-
tion• . If' a partnership can be organized so as to be taxed 
as a corporation, the partner-owners are then employees 
.for tax purposes and can be covered by an approved pension 
and profit-sharing trust. 
Corporation as a Partnership. 
Normally the income of a co:rporation is first 
taxed to the corporation. If the owner wants to get the 
after tax income out of the corporation and into his 
hands, he·must pay his own personal tax on what is dis-
tributed to him by the corporation. The corporation income 
is therefore hit by two taxes before it reaches the stock-
·. holder's pocket. Presently, this double tax becomes un-
necessary when the stockholders of the corporation file 
an election not to be taxed as a corporation. 
If a corporation makes the election under Section 
1371 of the 1958 Internal Revenue Code, the practical result 
is that the corporation is not taxed on its income; and the 
corporation's income is taxed to the stockholders as though 
it had been distributed to them as a dividend ~t the end 
of the· corporation.' s taxable year. If the corporation 
has a loss that becomes the stockholder's loss. For all 
other tax purposes, the corporation is regarded as a corpora-
tion despite the election of the stockholders. 
Qualifications. 
Now, for those corporations .contemplating making 
the election most .naturally the .first and prime considera-
tion is whether or not the cprporation can qualify to do so 1 
as the choice is available only to those meeting the fol ... 
lowing seven qualifications: 
a) be a domestic corporation and not a member 
of' an af'filiated group, 
b) have only individuals or estates as stock-
holders - no stock can be owned by a trust 
or other corporation, 
c) there are no more than ten stockholders, 
d) have no stockholder ~o is a nonresident 
alien, 
e) have only one class of stock outstanding, 
f) not get more than twenty per cent (20%} of 
its gross receipts from royalties, rents, 
dividends, interest, annuities, or gains 
on sales or exchanges of stock or securi-
ties, 
g), not obtain more ~han eighty per cent (80%) 
out of its gross receipts from sources out-
side of the u. s. A. 
It should be noted, moreover, that the above 
qualifications place no limitations upon the worth of the 
co~oration, the primary limitation being upon the number 
of stockholders. Thus, this privilege is available equally 
to a corporation worth many millions of dollars as well as 
one worth,only a few thousand. Therefore, it is expected 
that the vast majority of closely held businesses will 
have no trouble in meeting these tests. 
Another_point is that while the election is 
limited to corporations ·having only one class of stock, 
the code is silent on the question of whether or not the 
limitation means one class of "issued," or one class of 
"authorized," stock. Since a corporation can only issue 
stock if it is authorized to do so the Senate Committee 
Reports ~plidtly recognized that a corporation might .be 
authorized to issue more than one class of stock and still 
be eligible to make the election. Ii' so, it would only 
be the subsequent act of actually issuing another class 
of stock which would ter.minate the election. However, all 
this does not imply that it is the stock "outstanding"· 
whick determines whether or not the corporation is eligible 
to make. the election. Thus, a corporation which has issued 
two classes of stock one of which has been redeemed but 
not canceJ.led (being held as "-treasury" stock) , would 
probably not qualify to make the election. So long as 
the stock is issued and in existence, the corporation 
"has" more than one class of stock, even though only one 
class may be outstanding. 
On the other hand, if a corporation does not 
meet some of these quaJ.ifications, but nevertheless wishes 
to get the benefits of the new provision; it should con-
sider the possibility of changing its organizational setup. 
For instance, where there are now eleven stockholders it 
might be arranged to have only ten; or if there are two or 
more classes of stock, consider a plan whereby one class of 
stock might be eliminated. 
Exercise of' the Option to Elect. 
Once qualif'ication has been established, i;ihe 
next question is the mechanics of' taking the option. The 
option is taken by having the corporation fill out Form 
2553; although if the form is not available, a letter 
containing the information will do. This new Form pro-
vides for (1) the name and address of the corporation; 
(2) the place and date of incorporation; (3) the first tax 
year for which the election is effective; <4> the number 
of shares issued and outstanding; (5) whether the corpora-
tion is the outgrowth of' any form of.' p~edecessor and, if 
so, the predecessor's name, f'orm and period of'. existence; 
(6) corporation's principle business activity; and (7} the 
name, address 1 and number o.f shares of' each s~ockholder 1 
and the Internal Revenue district where each files his 
individual return. The form ~t be signed by an authorized 
corporate of'f'icer under some statement swearing to the valid-
ity of the election. In addition, in order to be valid, 
every stockholder must attach to form 2553 a signed state-
ment of' consent which again lists the name and address of' 
the corporation and the· stockholder, the number of shares 
owned by the person, and further the date on which the 
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shares were aoquir~d, and the name and address o:f each 
' person :from whom the shares were acquired. Form 25.53 plus 
its attached contents, must be mailed to the District 
Director :for the district in which the corporation's prin-
cipal place o:f business or principal office or agency is 
located. 
Since an election i'S va11d only if' it has the 
consent o:f all shareholders_ of a corporation, to determine 
who has, to consent, one must look to the·''folJ:oVling dates4 
I:f the election is made on the first day o:f the taxable 
year or in the last month o:f the preceding year, then it 
is all the stockholders as o:f the :first day of the taxable 
year; if the-election is made after the first day o:f the 
taxable year, it is all the stockholders on the day o:f 
the election. 
Thus, the consent of stockholders who dropped out 
before the day o:f election is not required. Where a new 
stockholder obtains an interestjl he too must then file his 
consent with the District Director with whom the corpora-
tion's election was :filed. Where a valid and proper elec-
tion has been :filed, say early in Dece.mper 1958, and the 
new stockholder comes in, say later in December 1958 1 his 
consent must be :filed "as soon as practicable" after 
January 1st for the election to become effective. In a 
situation where the election has already become effective, 
and a new stockholder comes in, then he has to file within 
a period of thirty days beginning on the day the person 
became a new sharel:lolder·, in order for the election to 
.remain effective. With regard to a new shareholder only; 
a copy of his consent must also be filed with the electing 
corporation's next return. 
Since the election must be unanimous, a problem 
arises with respect to stockholders who are minors. It 
appears that if the stock is registered solely in the 
minor's name he cannot give a valid consent because he 
lacks the legal capacity. Where the stock is held by a 
custodian .for the child in compliance with state ·law, "the 
custodian oan give a valid consent. Such appears to be the 
case even though the effect of the consent might be that : 
the minor incurs a tax liability for which any property of 
the minor, not only the stock, could be seized. It also 
seems that the custodian is not here considered a trustee, 
-so as to disqualify the corporation from making the elec-
tion. The same would appear to be the case where the stock 
is held by a full-fledged guardian for the minor. It 
_ should be borne in mind, however, that there are no def-
inite rulings on this matter. While keeping this problem 
in mind, also note that in the pa~tnership regulations, 
to be recognized as a family partner,_ a minor must be 
represented by a juduciary-guardian or trustee. Thus, 
there is the problem of what approach .will be followed by 
the Commissioner under this new provision. 
!n most oases;r the calendar year 1958 will be the 
rirst tax year ror which the ·new privilege is available to 
a corporation. Because the election was f'irst offered in 
1958 1 taxpayers have an extended period for making the 
election for a taxabl.e year beginning a.tter 1957 and on 
or before September 2, 1958, and ending after September 2, 
1958. For suCh years the election can be made at any time 
before December 2, 1958 or before the close of the corpora-
tion's taxable year, whichever is earlier, which in effect 
says that December 1, 1.958 is thedeadline. For the calendar 
year 1958 the deadline to elect is December 1, 1958. In 
order to make the election, the corpration must meet the 
requirements for a qualifying corporation only from 
September 2, 1958. The fact that the corporation didntt 
meet the requirements f'or the part of the year before that 
date doesn't bar the election. 
The general rule :f'ortax years beginning after 
enactment is that the ele.ction must be made either during 
the first calendar month of a taxable year or the last 
calendar month of the preceding year. If an election is 
made in the last calendar month of a preceding·taxable 
year it is treated as made on the first day of the first 
taxable year for which the election is effective. 
With reference to deadlines f'or election, it 
should be noted that the above considerations apply to 
business units already in corporate form, .tor tax years 
aJ.ready·estabJ.ished. -An unincorporated business can, in 
effect, choose its own deadline. on initial incorporation 
that corporation can make the election in the first month 
of its first tax year. If, for example, the organizers 
choose to incorporate Marc~ 1, the corporation has untiJ. 
March 31, to elect. If they cannot decide by March 1, 
to elect, they can incorporate April 1, and the corpora-
tion wiJ.l have untiJ. the end of' the month. 
011ce made, the election remains_. in effect until 
it is terminated. Thus, while annual corporation inf'orma-
tion returps will have to be filed after an election is 
~ade, no new elections need be made for each year as long 
as no termination occurs. 
Termination of the Election. 
If the stockholders want to put the corporation 
back into a taxpaying status, there are various ways to go 
about it. VoJ.untary revocation .of the eJ.ection can be made 
by the corporation. This can be done in any year after 
the .first year .for which the election was made. A .formal 
revocation of this nature requires· the same unanimity_ of 
all stockholders that· taking of an option requires. All 
stockholders must sign a statement consenting to the 
revocation. The revocation must be made in the .first month 
of' the taxable year to be effective far that year and 
following years. If filed later, itts not effective until 
the next tax year. Where revocation is desired, though; 
it might be a lot easier to terminate the option by simply 
causing the corporation to become ineligible. All termina-
tions other than a voluntary revocation made after the 
first month of the taxable year are effective fo~ the 
taxable year in which the event occurs and all succeeding 
years. Thus, while a voluntary revocation of an election 
may not be effective in the year of revocation, an act of 
becoming ineligible is effective even if it happens on the 
last day of the year. 
Termination of the option will come about automat-
ically if any o:f the following situations arise. Wherever 
a new stockholder acquires an interest, his consent is 
necessary. If he doesn't give it, taking o:r the option 
is nullified for the year he becomes a shareholder and 
all succeeding years. 
A point to note here with regard to selling an 
interest in a pseudo-corporation is that if the present 
stockholders want the pseudo-corporation status to con~ 
tinue after the year of the sale, they must make certain 
that the new stockholder will consent to the election. 
One should also consider the .fact that selling to a new, 
nonconsenting stockholder can become a weapon in the hands 
of a disgruntled stockholder to terminate a pseudo-corpora-
' . 
tion election .in the current year. Howeve.r, where stock-
holders want the election continued despite stock changes, 
state law may enable them to do so through a restriction 
endorsed on the stock certificates requiring the transferee 
to make this election. This would at least give the stock-
holders a right o:f action in the event o:f a refusal to· 
make the election. 
It :might be well~ also, .to consider the influence 
of an .election upon the markebibility o.f one's interest in 
. a pseudo-corporatioil. · A stockholder who buys an interest 
in an e1ecting corporation in the middle o:t' a year must 
remember that if he consents to the election, he will have 
to pay personal tax Oil his share o:f corpoJ:>ate income earned 
in the part of' the year be:fore he became a stoc~holdeJ:>, 
even though he may haye paid :f'or this in his purchase price. 
Some adjustment in purchase and sales price may there:f'oJ:>e 
be necessary. 
·Returning to the subject of automatic termination, 
such may also occur ·where :theoorpoJ:>ation ceases to meet 
any o:t' the initial qualifications :t'or election such as·the 
entry of' an eleventh stockholder into the corporation • 
. A sale qf even one share to a person who makes an eleventh 
shareholder ends the election with resulting important 
tax consequences for all ·shareholders• Election ends where 
the corporation derives more than eighty per cent of' gross 
receipts from foreign sources. Finally, automatic term.ina~ 
tion will occur where the corporation derives more than· 
twenty per cent of the .gross receipts f'rom' royalties, rents,· 
dividends, interest, annuities, gains on sales or e.XChanges 
o:f stock on securit.ies• 
In consideration of' the last two bases for auto-
matic termination the question arises as to exactly what 
is considered to be ngrossn receipts. Although the law 
does not define the meaning of the term, the most reason-
able interpretation of the term is that it is to be likened 
to ngross sales.u· This would probably be gross sales 
without reduction for discounts or for returns and allow-
ances. Income .from. investments, such as interest, would 
be included without an off'set:for expenses of collection. 
Annuity payments would be included at their full amount 
without elimination of' any exclusions to which the corpora-
tion might be entitled. Where a business makes sales on the 
installment basis, and the installment method of' reporting 
is used, actual installment payments received·during the 
taxable year are to be included in gross receipts, whether 
the sales .are made in the current year or an earlier one. 
Where a straight accrual method of' accounting is used, 
the full sale price would normally be accrued as a receipt 
. 
for the year of salee However,. because the law uses only 
the term ttgross receipts", without specific reference to 
accounting methods, the Internal Revenue Service might, 
in effect, put even accrual method taxpayers on a cash 
basis in this respect9 
A specific exception is made in the law for 
amounts received from the sale or exchange of' stock or 
securities. For purposes of determining the amount of gross 
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receipts from sales or. exchanges of' stock or securities 1 .· 
only the gains from such sales or exchanges are .to be taken 
into account. Therefore, the gross sales price is not to 
be included in gross receipts, but only the gain which 
would be .the gross sales price reduced by the corpora-
tion's basis and expense of sale. Where the corporation 
has losses, as well as gains, from the sale or exchange of 
stock or securities, the question arises as to whether only 
the gains (unreduced by any losses) are to be taken into 
account in determining gross receipts or whether the net 
gains (gains reduced by losses) from sucP, transactions are 
to be included.. Because the. law ref'ers only to ugains," 
it seems likely the Commissioner's position will be that 
only the gains (unreduced by any losses) are to be taken into 
consideration. However, the final answer to this problem 
may have to await further developments. 
Where a corporation sells prope:taty other than 
stock or securities and inventory items, generally a cap-
ital asset, the amount to be taken into consideration for 
purposes of' gross receipts will ordinarily be the gross 
sales price. This would be true even though the corpora-
tion realized a loss on the sale. Inclusion of' onlythe 
gain, or the net gain.where there are both gains and losses 
realized, would appear not to be proper since there is no 
statutory provision limiting_ the gross receipts on such 
sales to the gain or net gain realized. However, since the 
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items of income specified in the twenty percent ter.mination 
provision do not ~nchde receipts from sales of such prop-
erty, including the gross sales price in gross receipts is 
an advantage. Increasing gross receipts by such an amount 
lessens the chance of violating the twenty per cent termina-
tion provision. 
Note that the definition of personal holding 
company income, which is the title given to the subparagraph 
dealing with the twenty per cent ter.mination provision, is 
not exactly the same as personal holding company income used 
in determining whether a corporation is a personal holding 
company. For example, a corporation which is a personal 
holding company because of a personal service contract can 
still qualify for the special election here, as personal 
service income is not barred. Another example is that rents 
which exceed fifty per cent of gross income are not treated 
as personal holding company income in determining whether a 
corporation is a personal holding company. But rents are 
income which can bar the election here so long as they are 
more than twenty per cent or the corporation's gross receipts. 
Also, it should be noted that the percentage for this elec-
tion is based on gross receipts (i.e. sales) while the 
personal holding company classification percentage is based 
on gross income (i.e. gross profits). 
When a e orporationt s income from dis qualifying 
sources is getting dangerously near, say the twenty per 
cent mark, if it wants to keep its election it may have to 
dispose of some of the assets which are the source of the 
proscribed income. Thus, it could sell oil payments or 
other ndneral rights resulting in the royalties (they are 
not securities)$ or some of· the real estate !"esulting in 
rented income, or liquidate the annuity contract (it is not 
a security). It can sell at its cost or at.e. loss stocks 
or securities whicb have not appreciated in value over 
their cost, but it cannot sell such stocks or securities 
at a gain without immediately increasing its gross re" 
ceipts from sales or exchanges of stocks or securities. 
It might have to distribute the stocks or securities, or 
some of them, to the stockholders. Such a distribution 
would not be a sale or exchange, and would not increase 
the corporationts gross receipts. 
If an election has been terminated or revoked$ 
the corporation or any successor is not eligible to elect 
this optional treatment again until its fifth year after 
the beginning of the year in which the termination or 
revocation is effective. The law provides that exceptions 
can be made to this limitation, and empowers the Secretary 
of the Treasury _or the Commissioner to define the circum-
stances under which they will be made. 
Operation under the Election .. 
Assuming th!tt the electi~n has been taken$ the 
result is that the corporation pays no tax while a valid 
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option is in effect. Though the corporation pays no tax, 
it must compute and report its income or loss so that the 
stockholders r income and. tax liability can be figured. 
For this purpose an electing corporation will have to 
file returns on Form 1120S and the stockholders' individual 
returns will reflect the income or loss passed through to 
them. 
In computing his tax, a stockholder of a corpora-
tion that takes the option must determine both actual 
distributions received from the corporation and its un-
distributed net income, if any; as the shareholder in-
cludes both of these as his own income. Generally, this 
income is t!'eated· as ordinary income to the shareholder 
without the retention of any special characteristics it 
... 
might have had in the hands of the corporation. Long-
te~ capital gains, however, are an exception to this gen-
eral rule in that their character carries over to the 
shareholder level. Undistributed net income depends first 
on taxable income, whichis computed in the regular way, 
with two exceptions: no operating loss carryover or carry-
back is allowed, and the corporation can not take any 
deductions for partially tax-exempt interest or dividends 
received. If the corporation makes no distribution to 
stockholders, then its taxable income becomes its undis-
tributed taxable inco-me. This is taxable as ·on the amount 
he would have received as a dividend if on the last day 
of' the corporation's taxable year there had been distributed 
pro rata to the shareholders an amount equal to the corpora-
tion's undistributed taxable income f'or the taxable year. 
But, where actual distributions are made, they 
are to be governed by certain basic rules. With a regular 
corporation, in determining whether a distribution made in 
the taxable year is out of' earnings and profits one looks 
first at the earnings and profits of' the taxable year as 
computed at the end of' 'fihe taxable year without reduction 
f'or distributions during the year and without regard to any 
accumulated earnings and profits. If' such earnings and 
profits f'or the entire taxable year are sufficient to 
cover the distribution, the distribution is taxable as a 
dividend to the extent of' the year's earnings and profits. 
And if' they are not suf':f"icient to cover the distribution, 
the remainder of' the distribution is applied to the earn" 
ings and profits accumulated since February 28, 1913, and 
up to the beginning of' the taxable year. If' such earn-
ings and profits are still not sufficient, any excess is 
not a dividend. It reduces the taxpayer's basis of' his 
stock. 
The provisions with regard to an electing corpora-
tion do not change these rules in any way, but, rather, 
add to them. Distributions are f'irst applied against the 
earnings and profits of' the taxable year f'or the purpose 
of' computing the corpo_rationt s undistributed taxable income 
which 1s taxed to the shareholder as ordinary income to 
the extent o:t' the eamings and pro:t'i ts o:t' the taxable 
year after their reduction :t'or actual cash distributions 
made dur.hg the taxable year. Since the corporation has 
paid no taxes on these earnings, such distributions out 
o:t' current earnings, reducing as they do undistributed 
taxable income, do not quali:t'y :t'or the individual stock-
holder's dividend exclusion and credit. Such is also the 
case with the corporation's undistributed taxable income, 
although it is treated as a dividend paid to the sharehold-
ers on the last day of the taxable year. Nor are either 
treated as a dividend for purposes of computing the re-
tirement income credit. 
Where a shareholder has been taxed on corporate· 
earnings which were not at that time distributed, and 
then the corporation in a subsequent year distributes 
these earnings·to such shareholders no further tax is 
required from the shareholder at that time, since these 
earnings have already been taxed to him ip a prior year. 
Once all such earnings have been distributed, if further 
distributions are then made, and the corporation had earn-
ings and profits.before it elected this special tax treat-
ment, then such distributions are considered to come out 
o:t' this accumulation. As such, these distributions are 
taxed to the shareholder in the same manner as ordinary 
dividends :t'rom corporations; and, since they do not reduce 
undistributed taxable income, are ~ligible .for the indivi-
dual dividend exclusion and credit, as well as being treated 
as dividends .for the purpose o.f computing the retirement 
income credit. Further distr1butions beyond accumulations 
.from March 1, 1913 are considered to reduce the basis of 
the shareholder's stock until such basis is reduced to 
zero, at which point any further distribution is considereQ. 
as a long term capital gain. 
With regard to undistributed taxable income, 
suppose a corporation has made an effective election .for 
a year in which it has undistributed taxable income, and 
during the next year it loses its status as one that takes 
the option. In a sense the previously taxed undistributed 
taxable income l;>ecomes ".frozen in". It cannot be distrib-
uted tax .free.until the corporation has distributed all 
current profits .for the year and all accumulated profits 
for years before and after the years in which it had 
qualified status. In other words, all distributions to 
stockb.ol.ders after termination o.f the election will. .first 
be treated as ordinary taxable dividends coming out of 
current or accumulated earnings. Onl.y after all such 
earnings are distributed can the stockholders take out 
the previously taxed income. 
Earlier it was stated that in the computation 
o.f taxable income there was no allowance .for an operating 
J.oss carryover or carryback. · This is because the net 
operating losses of the corporation currently are also 
passed through to the sharehold~r~ At the individual 
level these "distributedtt corporate losses are to be 
treated in the same manner as any loss which the indivi-
dual might have rrom a proprietorship; that is, they first 
offset income of' the individual in that year, whether or 
not derived f'rom another business~ and then any excess of 
these losses may be carried backand offset against the 
individual's income in prioryears and, if' losses still 
remain, they may be carried forward and of'f'set against 
his income in subsequent years. 
Suppose, though, that a taxpaying corporation 
has an unused operating loss when it elects not to pay 
tax~ An election not to be taxe<;l as a corporation will 
forfeit the use of' the carry-over loss and it can not 
be used to reduce the current taxable income which is 
included.in the stockholder's income~ The question then 
aris~s as ~o whether, when restored to taxpaying status, 
·the corporation can use that pre-option loss, even though 
during the option period it made profits? Some tax autho ..... 
rities consider that if' the corporation should terminate 
its election in a later year, the operating loss carry-
over from the pre-election year presumably can be carried 
over but it will apparently have to be reduced by the 
taxable income during the el actin~ years even though the 
loss couJ.d not be used to reduce the taxable income in 
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those electing years. How~yer, there. is the argument that 
during an option pe:r;-iod, the corporation is in ef'f'eot a 
tax exempt entity. Its existence during that period-should 
be disregarded in determining the availability of' pre-
option losses as carry-overs to post-option taxable years. 
As such, this would be somewhat akin to a similar l"Uling 
. . 
with regard to mutual ~avings banks. 
Where this special treatment has been elected 
the basis of' the shareholder's stock is increased for any 
of' the corporate earnings t_axed to him which are not 
then distributed, although thisbasis is subsequently 
reduced if' these tax paid corporate earnings are distrib-
uted. The basis of the· stock of a shareholder is also 
reduced for any corporate losses which are passed through 
to him •.. Again, however, remember that the losses that 
he may take are limited to the basis he has :for the stock. 
Thus, his basis for the stock can not be reduced below 
zero. 
·It shoulQ. be note·d that the ttpassing through n 
of corporate income and ·los.ses · to. the stockholders is 
purely a matter of' ta.X computation. There is no require ... 
ment. that any. o:f the· corporate income actually be distrib-
uted to the stockholders. · 
Another observation is thdi undistributed taxable 
income is reduced only through an actual pa~ent qf cash 
as a dividend. This means that a dividend in kind ·o.r 
property such as stock or securities, as might occur if 
an electing corporation wishes to avoid going over the 
limit on "holding company " income, must be reported by 
the shareholders as d1 vidend income in the amount of 
their market value when distributed, to the extent that 
there are available earnings. But this reporting has no 
effect on the amount of undistributed taxable income of 
the taxable year which must be reported as dividend in-
come by the sh~eholders.. It appears that since the 
dividend paid in property does not reduce the amount of 
undistributed taxable income, but rather the amount charge-
able to prior accumulated profits, such a dividend would 
qualify for theindi vidual dividend exclusion and credits 
as well as being treated as retirement income. Where 
there are no prior accumulated profits against which the 
fair market value of the property may be charged; it appears 
that the result will be a double tax. To the extent that 
there are available earnings the distribution will be 
taxed as income; and this amount will again be taxed when 
the stockholder picks up the as yet unreduc.ed undistributed 
taxable income. ·Any amount distributed in property above 
the available earnings for that year will be treated as .a 
return of capital. The treatment of property distributions,· 
however, is a subject 'on which there still has to be 
.further clarification .. 
As stated before, every stockholder of an elect-
ing corporation on the ~ast day of the corporate year must 
pick up his pro rata share of undistributed taxable income 
of the corporation as though that amount. were distributed 
as a dividend on the last day of the corporation's year. 
The s to ckhold er includes the amount in his income tax 
return for theyear wbi ch co:responds w1 th or in which the 
corporate year ends. With regard to any dividends actually 
distributed by an electing corporation, however, they are 
. . 
taxe'd t,o the shareholders in the -year in which they are 
received. This difference will be relative where the 
corporation and the individual have different taxable 
years. 
With respect to undiSiributed taxable .income upon 
which a tax has been paid, when the,r are later distributed 
tax-f"ree by a quali£ying corp oration, the law appears to 
permit_ an earmarking of such tax free distributions. 
However, it leaves to regulations to be issued how and 
under what conditions the earmarking is to be done. It 
would seem, though·, that it is intended to apply to any 
actual distributions in any year following that (or those) 
in which the shareholders reported their share of undis-
tributed taxable income. Unlike distributions which reduce 
undistributed taxable income, it applies to all distribu-
tions and is not confined just to money distributions. 
It would seem also that a tax free distribution under this 
provision can be made to one shareholder even when other 
shareholders are not similarly treated. The law links 
the "tax-paid" classification for distribution to what was 
previously reported on that shareholder's return •. · 
Special Treatment of Capital Gains. 
The final point to consider in how an election 
works is. the special treatment a:ff'orded to capital gains • 
In computing his taxable share of' the corporation's undis-
tributed taxable income or his share of' actual dividends 
paid out, a stockholder may treat as long term capital 
gain that portionwhich represents his pro rata share o:f 
the corporati ont s excess of' long term capital gain over 
net short term capital loss for the year. This special rule 
applies only to the excess of' net long term capital gains 
over net short term capital los$. Short term capital gains 
lo~e their identity. They are included as ordinary income. 
But~ this excess of' long term capital gains can not exceed 
his share of the taxable income of the corpration computed 
without the special deductions for dividends received or 
paid and partially taxable u. s. interest and without the 
net opezoating loss deduction. Under this provision, 
ordinary losses would limit the stockholder's treatment of' 
a long term capital gain.only if such ordinary losses ex-
ceed the ordinary gains,_ and thus of'f'set to some extent 
the long term capital gains in determining the taxable 
income. 
Capital loss carryovers are applied the same as 
before - that is, the corporation treats them as a short 
term capital loss for the taxable year, to be offset against 
short te:rm capital gains first, and any excess to be applied 
against long ter.m capital gains. It is immaterial for this 
purpose whether the carryover is from an election year or 
from a pre-election year. 
Such special treatment does not apply to section 
1231 gains and losses unless the gains exceed the losses. The 
excess is treated as a long term capital gain in computing 
the taxable income of the eorporati on. This is unlike the 
partnership rule where the partner treats as his own his 
share of each of the section .1231 gains and losses in deter-
mining whether such gains and losses, when combined with his 
own section 1231 gains and losses, resultin an excess of 
gain.s over lossese 
Since these- nnetn long term capital gains have 
·. 
bean included in the corporation's undistributed t~able 
income, ~hen distribution is made in a later year, the dis-
tribution is not a dividend. It is_ applied against the basis 
of the stock in the hands of tim shareholder, but is not taxed 
again, even on sale of the shareholder's stock or liquidation 
of the corporation_, because the basis of his stock had been 
increased when he reported his share of the undistributed 
taxable income. 
A stockholders pro rata share of the corporations 
excess of long ter.m capital gains over short ter.m capital · 
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losses is fig~ed as follows: (1) add the amount of dividends 
he received out of our rent earnings plus his share of the un-
distributed taxable income$ (2) add up the total dividends · 
paid from ourrent earnings plus total undistributed taxable 
income, (3) multiply the corporation's excess of long term 
capital gain over short term capital loss.by (1) 1 <4> divide 
{3) by (2). That is the stockholderts share of capital gain 
to. report. 
Where the electing corporation has the same taxable 
year as its stockholders, or there are no actual distribu-
tions and therefore the eNire corporate income is picked up 
by the stockholders in one lump sum, the long ter.m capital. 
gains are allocated as just explained. But if the corpora-
tion makes distributions which fall in two different years 
of the stockholders, or if an actual distribution is made 
in one year of thestockholders and they .Pick up the corpora-
tion's undistributed taxable income in another, the corpora-
tion's capital gains must be allocated ratably. They can 
not be assigned entirely to just one distribution. 
When a stockholder of an electing corporation re-
ceives an actual distribution in a taxable year before the 
one in which he reports the corporation's remaining undis-
tributed taxable income, he may have a filing problem for 
the earlier year$ There is a question as to how the Treas-
ury regulations w.n.l handle these situations.. They may re-
quire the stockholder to file his return for say 1959 
treating the 1959 dividend distribution as ordinary income 
even though the corporation has already realized a c~pital 
gain before April 151 1960~ He would then have to file a 
refund claim. Or1 they may give the stockholder an exten~ 
sion to· file his return under these circumstances.. The 
Senate Committee Report merely says"i:f the corporation and 
a shareholder have different taxable years, the computation 
o:f the amount o:f dividends treated as capital gain to the 
shareholder during his entire taxable year which ends during 
the corporation's taxable year must await the close o:f the 
corporation's year." . 
6o. 
CASE ILLUSTRATION 
The ;following case is intended to illustrate one 
·personal opinion of' the salient f'eatures with regard to the 
tax treatment of a.·corporation making the election under 
Section 1371. 
Statement of' the Case,. 
,.· 
The assumed conditions are as follows: 
1,_ :fiscal y~ar ends·March 31st 
2. election first becomes e:rfeotive f'or th~­
y~ar ended March 31, 1960 
. " . ' 
3. 100' sh.S.res outstanding owned as follows: 
Adams 50 
Gell 25 
Swift 25 
4~ on October 1, 1960 Adams sells 25 shares 
to lienry who properly consents to the 
election· · 
· Abridged income statements for a three year period 
are as f'ollows: 
.Year Ended March 31, 1960 
Prof'i t from operati ens 
Net long tenn capital gains 
Dividends received :from domestic 
corporations 
Net p:l:'of'it 
Year Ended March 31, 1961 
Profit.from operations 
Interest on municipal bonds 
Interest on Federal obligations. 
issued in 1940 . . · 
Dividends received :from comestio 
corpora tiona 
Net prof'it 
$4o,ooo. B,ooo .. 
4,ooo. 
$52,000. 
$44,ooo. 
1,ooo. 
1,ooo. 
.4,ooo. 
$5o,ooo. 
61. 
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Year Ended March 31, 1962 
Loss from operations 
Dividends received from domestic 
corporations 
Net loss 
($8,ooo.} 
4,000. 
<$4,ooo.) 
Retained earnings accumulated prior to the elec-
tion were $40 1 000. Cash distributions of $8,ooo.·were 
made on September 1, 1959, 1960, 1961, and 1962. An ad-
ditional property distribution of $4,ooo~ was made on 
September 1, 1960. 
Corporate Section. ' 
The operation of the corporation under a Section 
1371 eiection would be reflected as follows: 
Year Ended March 31 1 1960 
Balance April 1, 1959 
Book profit 1960 
Less cash distribution 
September 1, 1959 
Undistributed taxable 
income 3/31/60 
·' 
Balance March 311 1966 
Undistributed 
Taxable Taxable 
Income Income 
.52,000. 
a,ooo •. 
44,ooo. 
<44,ooo.) 44,ooo. 
· $44,ooo. 
Retained 
Earnings 
4o,ooo. 
There has been no adjustment of the book profit of the 
c.orporation to reflect any special treatment o:f long term 
capi1ta1 gains. These, rather, are taken into consideration· 
by the stockholder on his own personal return. ·In additfon, 
~· ... 
there is no special deduction for dividends received be~ause 
such is not allowed an electing corporation. 
.Taxable 
Year Ended March 31, 1961 Income 
Balance Ap~il 1, 1960 
Book profit 1961 5o,ooo. 
Less: exempt'interest on 
municipal bonds· , l,Ooo. 
Less: cash distribution 
September 1, 1960 
Property distribution 
September l, 1960 
Undistributed taxable · ~· 
49,000. 
e,ooo. 
·41,ooo. 
income 3/31/61. (4.1,ooo.) 
Balance March 31, 1961 
Undi~ tributed 
Taxable 
Income 
44,ooo. 
4J.,ooo. 
$85,000. 
Retained 
Earnings 
4o,ooo. 
<4sooo.) 
$36,ooo .. 
Since it ~s not one o~ the exceptions to the computation o~ 
taxable income i~ the regular way, book pro~it is reduced by 
the amount o~ wholly exempt interest on municipal bonds in 
arriving at taxable income. How~ver, no special deduction 
is allowed .for partially tax-exempt interest or, again, for 
dividends received. The property distribution has no eff'ect 
upon undistributed taxable income, but, rather, serves to 
reduce retained earnings accumulated prior to the election. 
One question unanswered by the regulations is exactly what. 
happens to·the wholly exempt interest on munic:tpal bo!ldS• 
How will it be handled while it is still held by the corpora ... 
tion? It appears that a special account in the nature of 
earnings accumulated during election will be required, which 
would be a surplus accoun.t How will it be handled, at a 
later date, when it is distributed to the .stockholders? 
Since, generally, distributions to shareholders are tl:'eated 
as ordinary income without the retention of any special 
. . 
characteristics, it might have had in the hands of the 
corporation, it might be that this will be the case with a 
·distribution of wholly exempt interest. As.· such, it could 
have a status similar to a distribution out of retained 
earnings accumulated pri-or to ~he election. Thus, it would 
be treated as a taxable dividend subject to the $5o. exclusion 
and ·4% dividends received tax credit •. Where it was not 
included in undistributed taxabl.e income,· it does not seem 
that it can be considered a tax free distribution of this 
nature e. 
Undistributed 
Taxable Taxable Retained 
Year Ended March 31 3 1262 Income Income Earnings 
Balance April 1, 1961 B5,ooo .. 36,ooo. 
Book loss 1962 C4,ooo~) 
Cash distribution 
September 1, .1961 . ( 8" ooo.) . 
Undistributed taxable 
4~ooo •. income 3/31/62 (~1 ooo~] 
Balance March 31$ 1962 $73,000. $36,ooo. 
As there was no taxable income, the cash distribution on 
September 1, 1961 is considered to come out of undistributed 
taxable income. If' there were no undistributed taxable in-
come, then this payment would be considered to be out of' 
retained earnings. If there were no retained earnings, then 
the distribution would be considered a return of capital and 
would serve· to reduce the basis of the stock •. Undistributed 
taxable income is further reduced by the amount of the net 
loss for the year. 
Stockhol.der Section. 
Personal income of the stockholders as it would 
reflect the operation of the corporation under a Section 1371 
el.ection -would be as fol.lows: 
Calendar Year 1959 
Cash distribution on 
September 1, 1959: 
$8,000 divided as 
follows: 
ordinary income 6,770 
long ter.m capital gain_ 
1,230 
Total 
Adams 
3,385.00 
615.00 
Gell 
-
1,692.50 
307.50 
Swift 
1,_692.50 
307.50 
$4,ooo.oo $2,ooo.ooo $2,ooo.oo 
Adams, Gall, and Swift will have taxable income equal to the· 
amounts they received appo:rtioned between o :rdinary income 
and long term capital gains as indicated. 
Calendar Year 1960 Adams Gell Swift Henry 
-
Undistributed taxable 
income on March 31 , 
. 1960 ·. 
$44,ooo divided as 
follows: ·· 
ordinary income 
18,615•00 9,307.50 37,230 c<;i.301~5o 
long term capital 
. 3,.385.00 .1,692.50 1,692.50 gain 6,770 _,.. 
Cash distribution 
on September 1, 
4,ooo.o.o 2,ooo.oo 1960 - $B,ooo. 2,000,.00 _ ... 
Property distribution 
on September 1, · 
·1960 - $4,ooo. ·2 1 ooo.oo l 1 00o.oo 1 1 0oo.oo --
Total $2B,ooo.oo $14~ooo.oo $l4,ooo.oo 
--
Assuming no.i:naome from other sources, Adams, Gell, and Swift 
will have taxable incomes in the ~ount indicated reduced by 
the $5o. divi&md received exclusion which will be applicable 
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to the prope_rty distribution on September 1, 1960; because · 
the corporation had retained earnings accumulated prior to 
the election. The value in excess of $56. of the property 
distribution also is eligible for the 4% dividends received 
tax credit. Again, the indicated amounts will be treated as 
long term capital gains. Henry willshow no income this year, 
although he is a stockholder, as he has received no distribu-· 
t1on during this calendar year. 
Calender Year 
1961 Adams ~ Swif't Heney 
Undistributed 
taxable income 
on March. .31., . 
l}!il - .. 1 :v--r, 
. ' .. ' ' '-
10,2.50.00 l0,25o.oo 1.0,250.00 10,250.00 $ ,ooo._ . 
Cash distrib-
ution on Sep-
tember 1.,· 196!1. 
$8,000. 2 1 000,.00 2 1 000~00 '2.000.00 2 1ooo.oo 
Total $12,250.00 $12,250~00 $12~250.00 $12,250•00 
Taxable income .for the stockholders will be $101 2,50,00 rep-
resenting their proportionate share of the corporation• s 
undistributed taxable income .for the f'iscal year ending 
3/31/61 and it will be ordinary business income. Since in 
the current .fiscal year, the corporation.is operating at a 
" • J • • 
loss, the cash distribution is considered to come out of un-
distributed taxable i_ncome ·o:r prior years on which a tax has 
already been paid. Thus, this distribution is considered to 
be tax free. Note that .fqr·both 1960 and 1961 the stock~ 
holders have recorded as taxable income amounts considerably 
larger than that which has been actually distributed to them. 
' . 
It should also be noted that taxable income .for Henry is 
equal to that o:f the other shareholders even though h~ has 
only owned his interest f'or hal.f the .fiscal year ending 
Milrch 31, 1961. 
Calendar Year . 
1962 Ad:ams Gell Swi.ft Henr:y: 
-
Undistributed 
taxable income 
March 31, 
1~62 ( 4,ooo.) (1,000.00) (1,000.00) (1,000.00) (1,000~00) 
Cash distrib-
ution on Sap ... 
tember 1, 1962 $8,000. 2 1 000.;00 · 2 1 000.00 2 1 ooo.oo 2 1 0oo.oo 
Total. $1,000.00 $1,000.00 $1,000.00 $1,000.00 
Assuming the corporation is still operating at a loss, tax.;.. 
able income ror the stockholders will be. a dericit o.f $1,000.00 
representing their proportionate share or the corporation's 
net loss. This net loss can not be carried .forward or back 
by the corporation; but the. individual shareholders may use 
it as an o.fr:set against other income or else carry it .forward 
or l?ack ·to be applied against income o.f other years. ·A~ain, 
since there is no current income, the cash distribution is 
considered to be paid rrom prior undistributed taxable income; 
and is a tax rree distribution. . If current earnings were 
su.f.ficient to cover the distribution, taxable income .for the 
stockholders would be the amount indicated. I.f taxable in-
come .for the corporation .for the year 1963 proved to be, 
say $4,ooo. 1 then $4,000a o.f this cash distribution would 
be considered to be out o.f current earnings and $4,ooo. out 
o.f prior undistributed taxable income. The stockholders 
would have no taxable income .for this· year because the $4,ooo. 
distribution out of current earnings would be o.f.fset by the 
$4,ooo. loss which was picked up on March 31, 1962. 
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Stockholders' Investment Accounts. 
The owner's investment account in an electing 
corporation would reflet the operation of the corporation 
as follows: 
Cash distribution 
September 1, 1959 $8,ooo. 
Undistributed taxable 
income March 31, 1960· $44,ooo. 
cash distribution Sep~ 
tember 1, 1960 $B,ooo. 
Property distribution 
September 1, 1960 $4,ooo. 
Sale bY. Adams to Henry 
10/1/60 . 
Undistributed taxable 
income March 31, 1961 $4l,ooo •. 
Wholly exempt interest 
on bonds March 31 , 
1961 - $1,000. . 
Cash distribution 
Sept~ber 1, 1961 
Undistributed taxable . 
income March 31, 1962 ($4,ooo.) 
Net change 
Adams Swift Henry 
-- -- --
22,000. 11,000. 11,000. 
-- --
-- -- --
(11,000.) 
(2,000.) (2,000.) (2,000.) (2,000.) 
{l,OOOa) (1,000.) (1,000.) (1 1000.) 
$18,500. $18,500. $18,500. $7,500. 
Upon the sale of' twenty f'i ve shares of' stock by Adams to 
Henry, Adams will realize a long term capital gain or loss 
determined by the dif'f'erence between· the price received and 
one half' his original basis plus the $11,000. ref'lecting 
one half' the results of' operations of' the electing corpora-
tion at the time of' the sale. Henry will have as his basis 
the price which he paid Adams. The increase in the basis 
of' the remaining shares held by Adams and th~ shares of' the 
other owners, ref'lecting operations f'or the three years 
under consideration, will be as indicated. There is a 
question whether or not the wholly exempt interest on bonds 
should be ref'lected in the investment accounts. If' the in-
vestment accounts of' the stockholders are to show the re-
sults of' operations while the election is eff'ective, then 
such would seem logical. But, if' wholly exempt interest 
income is to be considered akin to retained earnings ac-
cumulated prior to the election, then as such it might not 
be reflected in the investment accounts. 
DISCUSSION OF POSSIBLE ~VANTAGES OF ELECTION 
Perhaps the strongest point in favor of making 
the election is that it now permits one to receive the ben-
efits of a corporation without the heretofore stumbling 
block of being subject to double taxation. With the elimi-
nation of this hurdle, it might be well to examine some or 
the advantages or disadvantages of the pseudo-corporation. 
The most important tax difference between the 
unincorporated business and the pseudo-corporation is that 
the owners of the pseudo-corporation can be employees of 
their own corporation. Such is not the case with owners 
or an unincorporated business. This distinction is of great 
importance because as an employee one is eligible for fringe 
benefits which would not be the case were it an unincorporated 
enterprise. While income from a pseudo-corporation will now 
be taxed about the same as income from an lilnincorporated 
I 
business, the owners of the pseudo-corporation now may also 
receive tax free fringe benefits which are deductible for 
the corporation as an expense item. 
Profit Sharing. 
First among these benefits are profit sharing 
plans. Corporate officers, executives employee stockholders, 
as well as other employees can personally benefit tax wise, 
from a deferred benefit profit sharing plan. Such a goal 
may be attained through a government approved pension plan. 
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The main drawback here is that many corporations, expecially 
small or medium companies are reluctant to undertake the 
more or less fixed obligation of a pension plan. Although 
an employee can skip one or two contributions to a pension 
plan, yet the fund must be kept up to par in good times 
and bad if the plan is to continue to qualify. 
The profit-sharing trust, on the other hand, re-
quires the company to contribute only to the extent profits 
permit. In good times, when taxes are high, the contribu-
tions will be larger than in bad times. If there are no 
profits, no contr.i buti on is made. Moreover, it is always 
possible to make no contribution until profits have risen 
above a specified level or a predetermined amount. The one 
point about these profit sharing trusts is that they must 
be available to al.l employees if they are to qualify for 
tax exemption and the deductions are to be allowed • 
. A corporation's contributions to these exempt 
pro.fi t sharing plans are currently deductible from income. 
The income earned by the plan is tax free. The employee's 
share is tax .free to .him until it is paid out. When it is 
paid out, it is then taxed either as a long term capital 
gain, or received over a period o.f years ·after retirement 
when the rates most likely will be lower .. 
P ensi on Plans. 
Another bene.fi t is the use of pension plans• The 
tax aspect o.f the pension plan is very similar to that of 
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the profit sharing plans discussed above. However, a pension 
plan can not be related to profits.. Thus, whether the corpora-
tion earns money or not it still must contribute to the plan. 
For this reason a profit sharing plan might be preferred 
over a pension plan; but one can still be used to supple-
ment the other. 
Executive Retirement Plans. 
Closely related to pension and profit sharing is 
a special executive retirement incotre plan. This would be 
desireable in a situation where it is felt that it would 
not be possible to provide retirement pay in sufficient 
amount under a pension plan for a high-salaried executive 
without causing the plan to discriminate in .favor o.f the 
executive, and thus make the plan lose its exempt status. 
What is involved is the use o.f income after retirement in 
the place o.f salary increases •. Under the plan, the corpora-
tion, rather than granting a salary increase to an executive 
who is already in the higher tax brackets, uses this money 
to purchase an endowment insurance policy on the executive's 
life.. The policy is, say, payable to the caxrporation when 
the executive reaches sixty-five. The corporation agrees 
to pay a stated sum annually to the executive for life or 
a guaranteed number of years .following retirement. In 
return, the executive agrees that, following retirement, 
he will not enter into any competing business and that he 
will be available .for consultation. Thus, he will not be 
taxed on the endowment premi~ or proceeds paid on his 
behalf until he receives his retirement pay. 
The employer is not allowed to deduct the premiums 
paid on the endowment insurance, but is allow~d to treat the 
premiums as its basis in computing its gain on the proceeds 
when the endowment matures. The employer is, however, able 
to deduct the retirement pay. 
Part of the appeal of such a plan as that just 
described is that the cost ot: the endowment insurance is 
neither currently taxed to the officer nor paid out of 
his own private funds. Thus, this plan is less desirable 
to a stockholder officer of an electing corporation than it 
is to a non-stockholding officer or to an officer in a corpo-
ration which does not or can not make the election under 
Section 1371.. This is so because, since an electing corpo,... 
ration's income, which can not be reduced by the cost of the 
endowment policy, is taxed to its shareholders, a stock-
holding officer covered by the endowment policy would in 
effect be currently taxed upon part of the cost of the 
policy. The ot.her stockholders would be currently taxed 
on the remainder. 
Stock Bonus Plans. 
Some corporations might wish to adopt stock bonus 
plans whereby employees or their beneficiaries are provided 
with benefits similar to those of profit sharing plans, 
except that the benefits are distributable in the form ot: 
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stock of the employer. A corporation wishing to make the 
election under Section 1371 should approach such plans with 
extreme caution. Such a plan could easily increase the 
number of stockholders and thus affeet the right of the cor ... 
poration to make the election. Furthermore, even if the 
corporation was still eligible to make the election and did 
so, its election could be termina t.ed later if it issues 
stock under the pla·n to a new shareholder who refuses to 
consent to the election. 
While on the subject of retirement income it might 
be well to ·point out one int.eresting possibility that this 
section will now permit ~ self e.mployed person over the age 
of sixty-five to receive previously prohibited social 
security benefits. This situation might arise in the case 
of .a self employed individual over sixty five who is eligible 
for maximum social security benefits, but is prevented from 
receiving them because of his self-employment income. Since 
there does not appear to b~ any provision in the code re-
quiring the payment of compensation for services rendered, 
he, therefore, incorporates his sole proprietorship and 
elects to be taxed as a partnership. He does not receive 
any salary or wages from the corporation. Thus, his per-
sonal income tax.liability is the same under an electing 
corporation as it was as a self-employed individual. How-
ever, he can avoid the $180. (3.75% of $4,800.) self em" 
ployment tax and becomes eligible for $1,392. (12 x $116.) 
social security benefits. Therefore, his spendable income 
is increased by $1,572. Since the income tax is the same 
under both methods, the Commissioner might not have any 
objections. Still, this tax-benefit to persons eligible for 
social security seems to be an entirely unanticipated result 
of the provision; and it is uncertain exactly what results 
will be achieved. Furthermore, there is a question whether 
or not the Social Security Administration will refuse to 
treat distributions from an electing corporation as dividends. 
Medical Expense and 'wage Continuation Benefits. 
Under the corporate form and a proper plan, the 
stockholder employee may have his entire reasonable medical 
expenses and/or health and accident insurance premi~ paid 
for by the corporation, and also by an electing corporation. 
The corporation can deduct the premiums from its taxable 
income thereby reducing the income which will be taxed to 
the stockholder and yet the employee receives no income as 
a result o:f such payments. These payments may be deducted 
by the corporation even though the benefits are extended 
only to a limited number of individuals or to a single 
individual. 
Likewise, a::·stockholder could have the corporation 
pay his and his dependents medical expenses; and the corpora-
tion could deduct these payments to reduce its taxable income 
thereby reducing the stockholdert s taxable income. Again~ 
the payment of these medic.al expenses could not be taxable 
income to the employee. ·If' this were a sole proprietorship 
or a partnership the businessman would not be able to deduct 
any of' this medical expense up to three per cent of' his 
adjusted gross income and then the amount of' his deduction 
would be limi t~d to $2,5oo. 
Also available to an employee are the benef'its of' 
a wage continuation plan during a period of' sickness. Thus$ 
assuming either an injury as a result of' employmentqor 
hospitalization, up to one hundred dollars a week may be 
received tax f'ree whilehe is absent f'rom work. If' the 
absence is just an ordinary illness without hospitaliza-
tion, then there is a one week waiting period bef'ore the 
payments become tax exempt to him. These payments are 
deductible by the corporation. 
Insurance. 
Insurance is becoming more and more of' an important 
f'actor in providing f'or_the compensation of' stockholder 
employees. Premiums paid by the corpora.tion on group lif'e 
insurance policies, even though the beneficiaries of' which 
are designated by employees, are not taxable income to the 
employee. Proceeds of' a group policy are exempt f'rom income 
tax as amounts received under a life insurance contract. 
The proceeds may also be exempt f'rom estate tax if' the 
employee has no right to designate the beneficiary. Pay-
ments to such a plan are deductible by the corporation. To 
get a group contract, however, the company must of'f'er the 
insurance .to all employees. 
A note o~ caution is in line here. Li~e insurance 
proceeds are generally tax exempt; but, when the policies 
are trans~erred ~or a valuable consideration ~rom a corpo-
ration, the trans~eree is liable to be taxed on the excess 
o~ the proceeds at death over the basis o~ the policy. Thus, 
i~ policies covering non~stockholder employees are distrib-
uted to the stockholders on the liquidation o~ the corpora-
tion, the proceeds subsequently received would not be ~ully 
tax-exempt. The amount taxable will be the proceeds minus 
the value o~ the policy at the date o~ dissolution and the 
premiums subsequently paid. Where the policies cover an 
employee stockholder, trans~er o~ a policy to the insured 
does not a~~ect the tax-exempt characteristics o~ the 
proc.eeds. In this way, though, in dissolving a corporation 
or pseudo-corporation, the proce.eds 0~ any li~e insurance 
policies trans~erred ~rom the corporation may lose their 
tax-exempt status. 
Death Bene~its. 
Because a corporation may deduct salaries paid 
to its owner employees, a ~avorable situation is available 
to the owners o~ an electing corporation in cases where an 
employee's salary is continued a~ter his death. Wage con-
tinuation payments made to the widow or heirs o~ a deceased 
employee for a reasonable period of time a~ter death in 
recognition of p~st services rendered by the·individuals may 
be deducted by the corporation. If the employee did not 
have a nonforfeitable right to them, the widow or heirs can 
exclude such payments up to $5,ooo. even though the deceased 
employee might have been and the widow or heirs are large 
stockholders in the corporation. There need be no established 
custom or practice or binding obligation, and the payments 
may be made to selected partners. Thus, in computing an 
electing corporation's taxable income which is to be taxed 
to the shareholders, a deduction is allowed for the salary 
continued after death and the employee t s widow or heir, 
whether or not a shareholder would also be able to exclude 
the salary. In this way, a portion of' the corporation's 
income would completely escape tax. 
Accelerated Depreciation. 
Under the new tax law any business corporation or 
individual may elect to write off' twenty per cent of' up to 
$10,000. of' the cost of new or used tangible personal prop-
erty in the year of acquisition, or in the first year de-
preciation is allowable, plus taking regular depreciation 
on the balance. The property must have a remaining useful 
life of' six years and must have been acquired from an un":"' 
related person. If a corporation acquires the property from 
another corporation, the transferor must not be an affiliate. 
Furthermore, the corporation• s basis of' the property must 
not be determined in whole or in part by reference to the 
transferor's basis, and the property must not have been 
acquired from a decedent. The additional 20% depreciation 
is computed without regard to salvage. 
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While an individual may write orr twenty per cent 
of up to $lo,ooo. this limitation applies to a single re-
turn, while a $20,000-of-cost limitation would apply to a 
joint return. A partnership it seems is permitted to take 
the special allowance on as many units of property as there 
are partners. There is a question, though, that an electing 
tax option corporation will be permitted the twenty per cent 
special depreciation allowance on nore more than $10,000. 
worth of property. The result here will depend upon whether 
it is held that the income and expenses of a tax option 
corporation are in effect converted into dividend income in 
the process; or whether, as with a real partnership, all 
income and expenses of a tax option corporation are in 
effect passed through to the stockholders without any 
erfecti ve change in their nature. 
Special Situations. 
Another point to consider is the possibility that 
the corporate form of doing business may minimize disputes 
with Inte~al Revenue Service on entertainment and expense 
account deductions. An employee does not have to report on 
his tax return, either itemized or in total amount, expenses 
for travel, entertainment, etc. paid or incurred for the 
benefit of hi.s employer so long as he is required to ac-
count to his employer, if his reimbursements equal his ex-
penses. . On the other hand, the corporation is allowed to 
claim business expense deductions for these reimbursements. 
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However, one should bear in mind that the Internal Revenue 
Service is most likely·to look very closely at the expense 
accounts of closely held corporations and this aspect might 
prove quite insignificant. 
Another possible application of the election of 
a similar nature to the one mentioned is by the high bracket 
taxpayer who wishes to engage in a special activity other 
than his main occupation. If most of the cost is borne 
by the government through income tax deductions, it can be 
a relatively inexpensive hobby. To sustain deductions of 
this type, the taxpayer must prove that his intention is 
to make a profit. The question is whether by incorporating 
his hobby the taxpayerts chances of obtaining these deduc-
tions would thereby be increased. If he were to incorporate 
and then made the election, then the stockhoider could deduct 
.I 
the losses of' the corporation. If' the corporation is a loss 
operation, the continuing advances to cover the losses 
would inraure sufficient basis to permit continued deduc-
tions by the shareholder. The greatest tax advantage of' 
incorporating the hobby is to give it the appearance of' a 
profit-making operation. Under the new statute, incorpora~ 
tion and election under Section 1371 may help, but does not 
.. 
guarantee, attaining the taxpayer's dream. But the electing 
corporation's shareholder·wouid be no worse off' under this 
decision than had he not 'incorporated his hobby. Expen-
ditures b~ a corporation for the benefit of a shareholder 
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are taxable as dividends .on~y to the ~x~ent or accumulated 
or current earnings.and profits. An ipco~porated hobby 
would presumably have at most only negligible earnings and 
profits. 
·There are some special. cases where the option 
might well be made ror only one year. Such a situation 
might arise where a corporation is about to make a substan-
tial nonrecurring capital gain. While ordinarily it.might 
be prererable to operate as a regular corporation, in this 
case it might be wise to make the aection; and thererore 
the stockholder can take the capital gain as his .own. In 
the ro llowing year the option is dropped. Thus 1 a double 
tax on this special capital gain is eliminated. 
A similar situation would be round where it is 
anticipated that the corporation was going to have a large 
non~capital loss. Ir the stockholders are expected to have 
large incomes rrom outside sources making the election ror 
one year would permit one to orfset the corporation's l.oss 
against this outside income. One point to .remember in both 
these situations is that once the election is termina tea 
·it will be rive years before a new election can be made. 
Splitting or Income between Family Members. 
The general rule is that, once income has been 
earned, it cannot be shifted to some other person ror tax 
purposes. But a corporation that takes the option can shirt 
part or the income which has already been earned in the 
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current year; and this shift can be made right up to the end 
of the year. Such a desired result can be attained by giving, 
say a child 1 an interest in the corporation. The child, then, 
would pay the tax on his share even though the corporation 
earned the income be.fore the child became a stockholder. 
Thus, where the taxpayer is in a high tax bracket, he can 
succeeed in trans.ferring income to someone in a lower tax 
bracket. 
This s~e result could be achieved by the use o.f a 
.family partnership but this .fonm o.f organization has its 
disadvantages. For one thing it can not be used in personal 
service businesses. Another point is that the Treasury 
looks with great suspicion upon .family partnerships. Fur-
thermore, the partnership can not retain earnir.gs unless 
they can be justi.fied by the needs o.f the business. More-
over, one can not limit the right o.f a child to retire .from 
the business or sell his interest. The retention o.f control 
of assets essential to the business or holding management 
powers inconsistent with the normal relationships o.f part-
nerships will rule out the partnerships. From a business 
viewpoint, the legal rights given a partner may make busi-
nessmen hesitate to introduce a .family member as a partner .. 
A corporation which takes the option largely avoids 
these problems. It enables a parent to split income .for tax 
purposes without giving up any substantial rights. By own-
ing more than fifty per cent of the stock, the parent retains 
absolute control of the corporation. The rights of the 
minority stockholders are by th~ir v~cy nature extremely 
limited~ It is not a must for the cor.poration to distribute 
any of its funds if the parent does not want it to. The 
pseudo-corporation iJ:leome. is allocated only for tax purposes. 
It might be noted, though, that as a practical matter the 
parent may want the corporation to distribute enough to 
permit the ·family stockholders:· to pay theiJ;> tax on their 
allocated share of income. The pseudo-corporation can be 
used for any business. personal service or otherwise, so 
long, of coUl'se, as the. state law permits the business to 
operate as a corporation. 
In splitting income among members of the family, 
either through the means of a family partnership or an 
electing corporatio!l, it is necessary that reasonable 
salaries to the working partners or stockholders be de-
ducted from the income that is to be· split. The partner-
ship income can beallocated to members of the family only 
after allowing a reasonab'Le compensation for services rendered 
by the donor of the interest given to the child. The family 
pseudo-corporation, in a similar fashion, can not allocate 
income to family stockholders ·which is attributable. to 
inadequate compensation for related stockholder-employees. 
Timing the Election. 
Proper timing in making the election may permit 
a corporation to a void the penalty tax for unreasonable 
accumulation of earnings. This penalty tax ranges from 27~ 
to 38~ per cent of such accumulation. Thus, if a corpora-
tion accumulates income at the corporate income tax rate 
each year until the accumulation reaches the point over 
$100,000. of beirig unreasonable so that further accumula-
tions will be subject to penalty, and then makes the elec-
tion~ it will eliminate the threat of penalty, since the 
individual shareholders will now·be taxed and not the 
corporation. As long as the election is effective, the 
stockholders will be taxed as individuals on any future 
accumulations. While theindividual shareholders are now 
paying the tax on any accumulation, the corporation is 
not subject to the penalty tax. The real point is for the 
individual to deter.mine which method would ultimately ~ost 
the legst in taxes - the penalty tax on the corporation, 
or the owner1 s tax as an individual if the corporation takes 
.the option. 
If the corporation did not make the election in 
the above instance, but~ rather, the owners liquidated 
the corporation in an effort to avoid the penalty, the 
stockholders would be subject to a capital gains tax. 
Making the election brings no such tax. Again, the ques-
tion is whether or not the capital gains tax would ulti-
mately cost less than the above choices. 
If the electing corporation has a fiscal year, 
adopts a fiscal year or changes to a fiscal year, which can 
generally be done without ~er.mission, the tax on its income 
ror such a year can be dererred or accelerated, whichever 
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is more profitable. This :ts possible because a stockholder 
of a corporation making the election in errect has the choice 
of two ways of receiving his income. from the corporation. 
First, ir income is undistributed, it is reported as one 
would report income rrom a partnership; that is, the share-
holder reports the corporation's income for its tax yea:r 
which ends within his own tax year. Second, when the 
corporation actually distributes income to the stockholde:r, 
he reports that income for the year in which he actually 
receives it. The tax saving value which this difference 
in reporting undistributed and distributed income offers 
will come into play only if the corporation has a different 
tax year from that of its stockholders. In this connection 
it should be noted that the election will have to be made 
within one month before or a.ft.er the commencement of the 
corporation's taxable ,year. But judicious cJ:loice of a 
fiscal period for a new corporation may enable an elec.tion 
at a time when the income of the shareholder is pretty well 
known. If a shareholder controls each of two or more corpo-
rations, some of which have losses and so~e of which have 
profits in a particular year, apparently each corporation 
may make the election, with the result that the losses or 
some corporations orfset the profits or others. Similarly, 
by use oi' the election an individual owning the stock or a 
., 
corporation may o.ff'set its loss against his prof'it or vice 
versa. 
One important question with regard to the above 
point is will it be possible .f'or an existing proprietorship 
or partnership to be incorporat53d; make the elec...tion; 
and elect a short .fiscal period? The 1954 Code prevents 
such deferment of tax upon the formation of a partnership, 
unless a business purpose can be established. Whether or 
not the business purpose doctrine will be applied to cor-
porations which, upon fonnation, make the election urider 
Section 1371 and select a short.f'iscal period.is ~question 
that ·has yet to be answered. 
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DISCUSSION OF DISADVANTAGES OF ELECTION 
While the choice to have a corporation taxed as 
a.partnership may o:f:fer many advantages to the taxpayer, 
such an opportunity may not o:f:fer all the blessings which 
might appear at :first glance. There are also many danger 
spots which have to be 'considered. A closer examination 
might very well disclose that an initial enthusiasm was a 
tri:fle toohasty.. Following are the more significant 
dangers to be encountered. 
Loss Carryover and Carryback. 
One situation that should be examined is the 
enterpris~ loss carryover and carryback situation. Losses 
o:f corporations and individuals can be carried back three 
years or :forward :for :five years. But a change in business 
:for.m will cause the enterprise to :forfeit its right to carry 
back or to carry :forward an operating loss. Only an iden-
tical taxpayer can carry :forward or carry back losses. I.f 
a present partnership, wishing to take advantage o:f the 
election, changes to a corporation, losses incurred as a 
partnership cannot be carried :forward to the corporation. 
Similarly,· a corporation .formed from a partnership cannot 
apply the corporate losses against the income o:f the part-
ners .:for the prior years. Unused losses, however, can 
still be carried :forward. 
Now assume a partnership has changed its .form 
o.f business organization to a oorpration and it decides to 
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become an electing corporation. Its oper~ting losses realized 
berore it elected cannot be carried over ror use by the 
pseudo-corporation or its stockholders. The operating losses 
incurred while it is a pseudo~corporation cannot be carried 
back to recover corporate taxes paid in earlier years when 
it was not an electing corporation. 
Payment or Salaries. 
With electing corporations there may be occasions 
when it is desirous tohave the key stockholders take large 
• < 
salari'es. Such situations might be where large salaries 
would be beneficial in reducing the state corporate income 
tax or for increasing the base fer contributions to pro.fi t 
sharing plans. On audit, the ~ount claimed as deduction 
ror salaries might be reduced. Under such circumstance, 
there is danger of a double tax. First, the salaries would 
have been taxed to the employee-stockholders. Second, the 
disallowance or the deduction to the corporation could 
increase the undistributed income or the corporation and 
the amount of such increase could be taxed to the s took ... 
holders. 
Also, in connection with the problem of' fixing 
the amount of salary payments, one should consider the 
chance that ir an electing corporation has long-term cap-
ital gains, salary payments in excess or the corporation's 
ordinary income convert the capital gains into ordinary 
income. In other words, the special treatment of long 
term capital gains applies ·only where the electing corpora-
. tion has ordinary taxable income 1 o·r it applies only to the 
excess of' long term capital gain over ordinary loss. Where 
ordinary losses exce.ed long term capital gains they will 
completely cancel outsueh gains .. · For example, if' an elect-
ing corporation has capital gains of' $2S,ooo .and ordinary 
income of' $S,ooo. and pays its stockholder ... employees · 
salaries of' $20 1 000. ,· the. stockholdere, ·are charged with 
. salaries of' $2b,ooo., and long-term capital gains of' $10,000. 
Added Payroll Expenses .. · 
Another point is that where a partnership becomes 
a corporation in order to make the election, it may subject 
. the stockholder to an added payroll tax expense. Since a 
working stockholde_r is an employee, his salary is subject 
to the two and one half' per cent social security tax plus 
the three per cent unemployment insurance tax which the 
corporation has to pay. In addition, the employee .has to 
pay a two and one half' social security tax. On the unem-
ployment insurance tax the three per cent is a maximum. 
State merit ratings usually lower this rate. The social 
security .tax is applicable to the f'irst $4,800. of' salary 
while the unemployment insurance tax is on the f'irst $3000. 
of' salary. Thus, each stockholder-employee adds an annual 
payroll expense which can amount to $330. If' the business 
were to be operated as a sole proprietorship or as a part-
nership, the owner or partner would pay a self' employment 
social security tax of 3-3/4 per cent of the first $48oo. 
of income, or a max~mum of $180. Also, social security 
taxes are slated to rise in future years. 
In small companies, the fa.ct that a stockholder 
is an employee may impose the three per cent unemployment 
insurance tax -on all employees. For example, if a corpora-
tion has tw? st~ckholder-employees and t,hree other employees, 
the corporation WJ uld be covered l;>y the state unemployment 
insurance tax if the state coverage required four employees, 
and would be subject to the federal taxa If the same busi-
ness were operated as a partnership, the business could be 
considered as having only three employees and would not be 
subject to an unemployment insurance tax. 
Related to this point is the possible loss of 
merit rating. An employer is usually eligible for a re-
duced merit rating only after being subject to unemploy-
ment tax for a certain number of years.. Therefore, if a 
partnership wishes to change to a cor'poration so that it 
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can make the election, this may mean the creation of a new 
business entity wbi ch may, depending on the state law, 
lose such benefits enjoyed by its predecessor. This is 
not a problem in a change from a corporation to a pseudo-
corporation becau:e there is no change of entity. 
Distributions upon Termination. 
One of the trickiest and most dangerous problems 
is the handling. of distributions of an electing corporation 
should its election terminate. In any year ror which the 
election is not errective, dividends are .taxed as are those 
or any ordinary corporation. This means that the source or 
any distributions is determined und.er the usual rules. 
Undis tri bu ted income, even though taxed to the stockholders 
under the election, goes from,the top of the sources of 
distributions to the bottom, and can be reached only after 
exhausting, first, current earnings for the taxable years 
and second, any acc.Um.ula ted ea~ning-s froni pre-election 
years. In most instances, this means that the earnings are 
looked in and the sm ckholders must wait until a corpora-
. tion is liquiaated before distr.ibu tions can be treated as 
a return of capital. 
If this result is· utt,:Corseen, it is particularly 
.dangerous since the termination of the election can be 
retroactive for nearly a year. Thus, a di atribution early 
in 1959 of what is as.sumed to be 1958 income, on which the 
tax had been paid, may turn out to be a taxable dividend 
because of· some event near the close-of the year 1959-which 
revokes the election for that year. 
As a result, it is probably going to be desirable 
to distribute before the end of each taxable year an amount 
as close as can be estimated to the corporation's taxable 
income for that year. This will be difficult whenever 
income can not be accurately estimated until inventories 
are taken, year-end adjustments made, and books closed 
some time after the end of the taxable year. Nor is it 
usually safe to distribute an amount greater then the un~ 
distributed tax~ble income for the year. In most cases 
distributions of earnings accumulated in pre-election years 
will be taxable dividends. But even where the amount of 
income is known, it does not mean that there are the nec-
essary liquid funds available with which to make a distribu-
tion; or even where the funds are available, it might be 
more advantageous and desirable to retain them in the busi-
ness rather than distribute them to the stockholders. 
Automatic Termination. 
While the ability to attain automatic termination 
of the election may be an advantage in some cases, it can 
also be a real danger. This.lends to an instability of 
the business organization which should be seriously con-
sidered. One shareholder of an established electing 
corporation by transferring his stock, can give his trans-
feree power to terminate the election. The other stock ... 
holders can do nothing about preventing this loss of status. 
One stockholder might transfer his stock to several persons, 
and if that brings the total number of shareholders to mor~ 
than ten the election is automatically revoked. The election 
is also revoked ·by a stockholder's transfer of stock to a 
non qualified person such as a trust, another corporation, 
a partnership, or a non-resident alien. 
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Death Considerations.-
True~ the stockholders may feel that they have 
confidence in one another and they are not co~cerned with 
these possibilities, or i.f they lack confidence, they m~y 
protect themselves against these contingencies. by a stock-
holderst agreement that stock must be offerred to the· 
corporation or to the other shareholders before sales to 
outsiders. There is ever present, however, the spectre of 
a stockholder's sudden death., Even if the executor agrees 
to the election, still, his hostile heir can terminate 
the el action. Similarly, :i.f,~ sev:era.~r h:eirs; rec:ei:VEL .stpck, 
the shareholders may exceed ten; ·and termination may 
result. 
If a stoc_kholder dies, title to his stock usually 
passes to his executor who must consent to the election if 
the election is to continue. ·In the absence of a specific 
power in the decedent• s will, there may be a_ serious ques-· 
tion as to whether the executor will consent. The fact 
that the estate would he charged with income whether or 
not the corporation distributes the income may be sufficient 
reason for the executor refusing to agree to the election. 
Moreover,._ since there is almost no law on the subject, the 
executor may refrain from agreeing to the election, because 
of the uncertainty of its results. 
Furthermore it will not be possible for the 
stockholde!' in his will to leave his stock to a testimentary 
trust, because such a trans~er would terminate the status 
o~ the electing corporation. 
Ir the stockholders feel that making the elec-
tion is still desirable it is n::cessary for. each to reexamine 
his will. This should be done with the idea o~. revision so 
that the executor will be provided with sufr.icient authority 
to consent to the election. At the same time, it might be 
advisable to add a clause safeguarding the executor relative 
to any consequence.s or the e:Bction •. Also, care should be 
taken to avoid setting up trusts with the stock;-·and· consi~ 
der the possibility o~ future heirs not now in existence 
who might cause automatic termination o~ the election upon 
death of the stockholder. 
State Tax Considerattons. 
Finally to be considered ·are possible increases 
in state taxes as a result of the election. Of the states 
that impose both corporate and personal income taxes, in-
dications ~rom in~ormed letters of official ruling are 
that corporate income will continue to be taxed as such 
despite a Section 1371 election by the corporation for 
federal tax purposes. Since a federal information return 
·on form 112o .. s must be riled with the District Director by 
such corporations, a crosscheck will still be available to 
the states. 
Since ~ederal taxes are allowed as a deduction 
from corporate income in sixteen o~ the states which tax 
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income, the state tax will be increased by the election; 
there being no federal tax on an ·electing corporation~ there 
will be no deduction for it. Thus, a sizeable deduction 
from state income taxes will be lost. A question some or 
these sta tea must deal with is whether such electing co:r:rpora-
tions will be allowed. a deduction for federal taxes paid by 
the shareholders on the undistributed net income. Probably 
a deduction for such taxes will not be allowed to the share-
holder and a hardship may arise in the complete loss or the 
deduction for state purpose.s. 
Many of the states which tax personal income have 
already indicated that only the actual distributions from 
electing corporation will be considered income to the 
shareholder. When a aha reholder or an electing corporation 
later rec.eives distributions or this "undistributed taxable 
income" 1 it will presumably be fully includible in his 
income at the. t time.. Since this distribution is free of 
federal tax, there will be no deduction or federal tax on 
the state return at that time. It seems likely, therefore, 
tha.t at no time will anyone be permitted to deduct from in-
come taxable by the state the· federal tax on these sub-
sequently distributed earnings. The federal tax the stock~ 
holders paid on them while still undistributed was not a 
tax on income :Cor state purposes and then when the earnings 
were paid out as dividends there was no tax in that year. 
Nor does the corporation itself seem entitled_to a deduc-
tion; it paid no federal tax. 
However, of the states which tax personal income 
fourteen do not allow any deduction for federal taxes. Many 
of these states which allow such a deduction amongst them 
being Massachusetts, limit it so that federal taxes paid 
are rarely fully deductible from state income. The state 
tax cost or a Section 1371 election usually will not be 
prohibitive, and there is a chance that there will be re-
lief legislation in the states. If undistributed taxable 
income accounts ror a large portion of a shareholder's 
federal tax, states that ordinarily allow rederal taxes 
as a deduction should in justice allow a deduction here 
either by the corporation or by the individual. 
The states that rely upon corporate income tax 
revenue, however, are unlikely to follow Section 1371 and 
allow shareholders to report corporate income. rr states 
were to follow Subchapter s, income of electing corpora-
tions with non-resident stockholders might escape state 
tax completely. Practically all the states are searching 
ror added revenue and are unlikely to make changes that 
would reduce taxes. This fact, and reactions of state 
tax commissioners to date, show clearly that Subchapter S 
taxation methods are likely to_ remain a beneri t for .federal 
purposes only. 
CONCLUSION 
This paper has. presented primarily a basic dis-
cussion of the various factors involved in an elective 
corporation. An attempt has been made to show what are 
perhaps the more important advantages and disadvantages. 
Questions have been raised: some answered, others not. 
The reader probably has wondereq himself' about other con-
siderations. Part of the desired goal has been to suggest 
areas of further analysis. Sections 1371-77 are still very 
young and ·many problems remain unsolved. It will be some 
time before the accountant. will have the benefit of defi-
nitive rulings. 
If there is one point th~ is basic to this paper, 
it is the complexity and uncertainty of the. si tua ti on. 
Many factors have to be considered, some seemingly on the 
surface, quite unrelated to the choice of business organi-
zation. It is extremely important that thorough.··and 
careful consideration be afforded to all aspects. 
At this time it is quite impossible to arrive at 
a definite general conclusion with regard to whether or not 
one should make an election. Each case has to be considered 
·on its own merits. Until further clarification is available 
caution is the best advice that could be given. . Perhaps it 
is best to exercise patie~ce and let the other person 
experiment first with the electing corporation. 
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